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TBDE SECURITIES INVESTMENT PROMOTION 
ACT OF 1996— S. 1815 



WEDNESDAY, JUNE 6, 1996 

U.S. Senate, 
Committee on Banking, Housing^ and Urban Affairs, 

Washington, DC, 
The Committee met at 2:15 p.m., in room SD-538 of the Dirksen 
Senate Office Building, Senator Alfonse M. D'Amato (Chairman of 
he Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN ALFONSE M. D»AMATO 

The Chairman. Good afternoon. I would like to start out by wel- 
»ming today's witnesses and thanking them for appearing before 
;he Committee to discuss the Securities Investment Promotion Act 
)f 1996. 

I commend my colleagues and Senator Gramm, Chairman of the 
Subcommittee, for their tireless work with respect to this bill, as 
veil as Senator Bryan, Senator Moseley-Braun, and Senator Dodd. 

This legislation is truly a bipartisan effort. The year 1815 is 
nemorable for the battle at Waterloo, but the bill S. 1815 will be 
nemorable as a watershed in improving our capital markets. 

The U.S. securities market is the preeminent market in the 
vorld. It has the most capital and the most investors, over 160 mil- 
ion investors own stock. Last year, the U.S. stock market had 
^7.98 trillion in capital, close to half the amount of capital in the 
mtire world market. 

The bill we will discuss today, S. 1815, will benefit the market, 
he investors, and the American consumers. The legislation will 
nake it easier to raise capital in the securities marfcet. The bill 
vill create a new category of unregistered private investment com- 
>anies that will help venture capitalists tap the capital market to 
iond new start-up companies. 

S. 1815 will make it easier for companies that invest in small 
businesses to raise money, encouraging more capital flow to small 
businesses. 

S. 1815 recognizes that mutual funds have become a household 
ommodity in the last several years, turning the mutual fund mar- 
Let into a national market. In fact, almost one-third of U.S. house- 
lolds, that's 30 million households, own more than $3 trillion in 
nutual funds. 

Everyone seems to agree that it no longer makes sense for all 50 
States to have a say in what goes into a mutual fund prospectus, 
everyone except some of the State regulators. 

(1) 
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S. 1815 will eliminate the States' role in reviewing mutual fund 
prospectuses, but the States will still play a critical role in policing 
fraud and illegal conduct. That's as it should be. 

S. 1815 will also make sure investors and consumers are not con- 
fused about what's in a mutual fund by giving the SEC authority 
to set standards on mutual fund names. 

The legislation dusts the cobwebs off laws that now have only be- 
come antiquated in terms of value. S. 1815 will make the securities 
law reflect the reality of today's marketplace. It will simplify proce- 
dures for paying fees and making disclosures. It will give the Secu- 
rities Exchange Commissioner flexibility to adapt to the changing 
financial market by letting the Securities and Exchange Commis- 
sion say that securities laws don't apply where they don't make 
sense. 

S. 1815 will tighten up regulations by giving the States and the 
SEC distinctly separate regulatory roles. It will divide between the 
Securities and Exchange Commission and the States regulations of 
the 22,500 registered investment advisers who are entrusted with 
over $10 trillion in customer funds, much of which represents sav- 
ings and retirement money. As a result, investment advisers will 
be better regulated and consumers and investors better protected. 

The Securities Investment Promotion Act of 1996 is a significant 
piece of legislation that will ensure that the U.S. securities market 
remains the preeminent securities market in the world. 

It is not a controversial bill. It enjoys support on both sides of 
the aisle. 

Again, I want to commend my colleagues for their excellent work, 
and the work of their staffs, in doing this in such a forward, ag- 
gressive, bipartisan manner. 

I look forward to hearing from the witnesses. 

Senator Gramm. 

OPENING STATEMENT OF SENATOR PHIL GRAMM 

Senator Gramm. Mr. Chairman, let me thank you for your com- 
ments. 

We have before us a bill that lowers the cost of and reduces the 
barriers to investment in America. It is not a bill that makes dra- 
matic changes in any one area. Anybody who may be looking for 
dramatic change in the investment policies of the country will be 
disappointed by this bill. But, in many areas, it makes important 
changes that will have a positive effect on investment. 

This is a bipartisan bill. We have put it together recognizing that 
we're going to have to have bipartisan support to adopt this bill in 
an election year with a fairly short calendar in front of us. 

I think the important thing to emphasize is that this represents 
an effort to do those things which can and should be done and 
which will improve the investment climate in the country. This is 
not an effort to remake dramatically the securities laws of the 
country, but rather to take the experience of the last 20 years, of 
policies that have not made sense in terms of job creation and eco- 
nomic growth, and try to make modest changes in those policies. 
We have a bill here that we can pass. I think that if we work to- 
gether, it can happen. 
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Mr. Chairman, I want to thank you for your leadership, and I 
certainly want to thank Senator Doad for his leadership on his side 
of the aisle. 

I think we have a good bill that is a distinct improvement over 
current law. 

The Chairman. Senator Dodd. 

OPENING STATEMENT OF SENATOR CHRISTOPHER J. DODD 

Senator Dodd. Thank you, Mr. Chairman. 

I ask unanimous consent to include some remarks in the record. 

I certainly want to express my gratitude to you and also to Sen- 
ator Gramm for your leadership on this issue, along with Senators 
Bryan and Moseley-Braun, and for the excellent spirit of biparti- 
sanship which both you and Senator Gramm have just alluded to. 

Mr. Chairman, I think this piece of legislation iustly reflects the 
excellent work that can be accomplished here when we put aside 
party differences in order to arrive at solutions to the challenges 
that our economy faces as we head into the 21st century. 

U.S. capital markets are vitally important for the good economic 
health not only of virtually every American company, but for mil- 
lions and millions of individual investors who have placed some of 
their assets either directly in securities or, as has become more and 
more common, into mutual funds. 

We must recognize that sustained economic growth is heavily de- 
pendent upon the continuing ability of capital markets, financial 
services, and the financial services industry to function efficiently 
and, most importantly, with integrity. If companies find impedi- 
ments to obtaining capital, obviously they're not going to grow. If 
individuals find impediments to their access to securities and other 
investments, they're not going to save. 

Taking steps to enhance the access of both corporations and 
individuals to the securities markets is a prudent means by which 
Congress can help sustain or even increase the Nation's rate of eco- 
nomic growth. 

Furthermore, the American capital markets are the envy of the 
world and we shouldn't allow that to change. No other nation en- 
joys the international reputation of our capital markets and it is 
necessary for Congress to periodically, I think, review and modern- 
ize, where necessary, the laws that make our markets and our fi- 
nancial services industry the world's leader. 

The legislation before us is the culmination, as you've heard al- 
ready, Mr. Chairman, of a lengthy bipartisan effort to reform those 
aspects of the securities laws that are an outdated impediment to 
the efficient functioning of the securities industry. 

The bill will also provide clearer statutory directives to both 
State and Federal regulators so the integrity of and the confidence 
in our capital markets and financial services is enhanced. 

Without going into detail, Mr. Chairman, I'll just highlight the 
main areas the legislation covers. 

It improves the regulation of investment advisers by clarifying 
the proper roles of the SEC and State regulators. It modernizes 
and streamlines the regulation of mutual funds on the one hand, 
and provides badly needed modernization of the statutes covering 
hedge funds and venture capital funds on the other. 
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It provides for clarification on a host of technical matters ranging 
from treatment of church pension plans to the access by U.S. jour- 
nalists to foreign issuer press conferences. 

Significantly, the bill creates the mechanism for increased regu- 
latory flexibility so that the SEC will have the ability to keep pace 
with needed regulatory changes as the needs and demands of both 
investors and the financial industry develop over time. 

Mr. Chairman, Tm truly looking forward to testimony today from 
our witnesses, including, of course, obviously the Chairman of the 
SEC, Arthur Levitt, who has done a wonderfiil job, in my view, and 
has been tremendously helpful as we have developed this work 
product. We'll hear the views of virtually every segment of our fi- 
nancial industries. 

Finally, Mr. Chairman, I want to offer one caveat, and it just un- 
derscores what Senator Gramm said in his opening remarks. We 
only have a few legislating days left here. 

Obviously, we all know the kind of season we're in, so it's going 
to be critically important that, despite the desires and good inten- 
tions of people who might want to add to this or bring up some ex- 
traneous matters, we keep this pretty tight and insist on both sides 
of the aisle that this legislation remain clean, and then be willing 
to fight hard for the product on the Floor, or it will be very difficult 
to adopt this legislation. 

I just want to commit here publicly, Mr. Chairman, to the Chair- 
man of the Securities Subcommittee, that he has my support in 
this effort. I will see to it that extraneous matters are not brought 
up, or certainly strenuously oppose if people try to add to this. 

Given the complementary commitment on the other side, cer- 
tainly there's a very good chance that this Committee can achieve 
a very important piece of legislation in the adoption of this bill. 

I thank you, Mr. Chairman. 

The Chairman. I thank the Senator. 

Senator Mack. 

OPENING COMMENT OF SENATOR CONNIE MACK 

Senator Mack. In the spirit of moving this legislation along 
quickly, I have nothing further to say. 

[Laughter.] 

The Chairman. Chairman Levitt, we welcome you and thank you_ 
for participating. 

OPENING STATEMENT OF ARTHUR LEVITT, JR. 
CHAIRMAN, U.S. SECURITIES AND EXCHANGE COMMISSION 

Mr. Levitt. Thank you very much. Chairman D'Amato anA 
Members of the Committee. I appreciate this opportunity to testify^ 
on behalf of the SEC regarding Senate bill 1815, the Securities In- 
vestment Promotion Act of 1996. 

It may be true, as Will Rogers said, that the U.S. Senate open^ 
with a prayer and closes with an investigation. S. 1815 shows that 
a lot can happen in between. It's a very good bill. 

Let me begin by congratulating Chairman D'Amato and th^ 
Chairman of the Securities Subcommittee, Senator Gramm, as weLX 
as the other cosponsors of the bill. Senators Dodd, Bryan, ancS 
Moseley-Braun. 
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Our capital markets are neither Democratic nor Republican, and 
S. 1815 continues the bipartisan approach to securities regulation 
that has served our Nation well for more than half a century. 

This bill would more clearly define the partnership of shared re- 
sponsibilities between Federal and State securities regulators, add- 
ing momentum to similar legislation currently under consideration 
in the House of Representatives. 

The Commission has endorsed H.R. 3005 and can support many 
of the parallel provisions in S. 1815. Indeed, S. 1815 contains provi- 
sions that would enhance the effectiveness of H.R. 3005 if added 
to the bill. But, as good a bill as S. 1815 is, the Commission be- 
lieves that in some areas, it could be even better. The Commission 
hopes that the dialogue on the House and Senate bills will continue 
and will culminate in the passage of legislation in this Congress. 
The SEC stands ready to assist in these efforts and to help craft 
legislation that we all can support. 

The U.S. securities markets have never been more popular than 
today. One hundred sixty million Americans use them to invest for 
retirement, save for college, and to improve their quality of life. 
Their money has become the life's blood of almost 13,000 public 
companies, enabling them to create new industries, finance oper- 
ations, create jobs, fund research and development, and support 
growth for the ftiture. 

But just as American enterprise needs to constantly update prod- 
ucts and services to remain competitive, American regulators need 
to revise and rethink the way that we do business. We must do ev- 
er3rthing we can to ease the way for companies seeking capital, 
without compromising investor protections that have made ours the 
deepest and most liquid markets in the world. 

TTie Commission takes very seriously the need to reinvent gov- 
ernment. We feel that it's healthy, indeed essential, to take a fresh 
look at basic assumptions on a regular basis, just as in running a 
complicated business, it's important that you examine every one of 
those practices and processes on a regular basis. 

Just a few months ago, our Task Force on Disclosure Simplifica- 
tion reviewed all SEC rules related to corporate finance. They rec- 
ommended elimination or amendment of 50 percent of all forms 
suid 25 percent of all the rules. 

There are other reforms that would go a long way to reduce the 
CTQSts of securities regulation. Eliminating Federal/State duplication 
:is among the foremost among them. There are some things the 
CSommission does well and some things the States do well. The 
States recognize the need to eliminate wastefiil duplication. You'll 
^undoubtedly hear more on this from the NASAA President, Dee 
Harris, who has been extremely cooperative in working with us on 
^his program. 

In an era of diminishing resources, we need to cooperate more ef- 
:ficiently, divide responsibilities more clearly, and allocate ftmds 
:Knore strategically. Most observers agree that if we were starting 
*x)m scratch, the current regulatory structure is not what anyone 
"^vould build. 

Some of the stories told about the existing system could have 
Ibeen written by Kafka. What's a national investment company sup- 
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posed to do when several States impose investment limitations that 
conflict with Federal law and conflict with one another? 

Mutual fund sales, which are comprehensively regulated at the 
national level, make a good case for Federal regulation. S. 1815 
would achieve this. 

At the same time, the States should continue to enforce sales 
practice violations. The local cop must be out there walking the 
beat. But with a limited number of cops, it's important we don't all 
walk the same beat. S. 1815 would accomplish this as well. 

In other areas, such as investment adviser regulation, both the 
SEC and State regulation need to be strengthened. We've already 
diverted resources internally to fund 38 new examiners, but they 
just are not enough. I continue to support the proposal by Senator 
Gramm to give the States primary responsibility for examining the 
smaller advisers. 

S. 1815 would benefit from some of the provisions of H.R. 3005 — 
amendments to margin legislation, for example, preemption of 
State books and records, and capital requirements that surpass 
Federal and SRO standards. 

It makes sense for the SEC to have broad authority to inspect 
investment company books and records. Although most funds vol- 
untarily provide the material that the staff requests, voluntarism 
is no basis for effective oversight, especially in view of the over- 
whelming popularity of mutual funds today. 

As I noted at the outset, while we might not agree on every sin- 
gle point of the bill, the Commission strongly supports its thrust. 

We are prepared to work with this Committee and with Congress 
to ensure that we end up with the best possible legislative result — 
for investors, for public companies, and for our country. 

The Chairman. Thank you, Mr. Chairman. 

Senator Gramm. 

Senator Gramm. Mr. Chairman, I've had an opportunity to visit 
with Chairman Levitt about the bill. I thought it was important 
early on to try to bring in the SEC during the drafting process. 
They made many good proposals to strengthen the legislation. I 
would like to join you in praising Chairman Levitt's leadership at 
the SEC, and I want to thank him for his help on S. 1815. We 
touched on all the matters that are contained in S. 1518, and I 
think I have a very good fix on where he stands. 

You always get into areas where you might say something should 
be done by regulation, but where we want to go ahead and do it 
by legislation. I think we have a good balance. I'm very grateful for 
your testimony, and I look forward to working with you to try to 
see that we take the best ideas contained in both the House and 
Senate bills. 

I want to pledge. Chairman Levitt, as we go forward in writing 
the bill, to continue to stay in close contact with you to get your 
input so that we know from the SEC, who after all have much ex- 
perience, how they believe the/re going to be affected by this legis- 
lation. 

I look forward to working with you. Chairman Levitt. I don't 
have any questions at this time. 

The Chairman. Senator Dodd. 
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Senator DODD. I really just have one question I'll raise with you, 
Chairman Levitt, and it's one I'm confident every one of my col- 
leagues have been approached with by various groups coming by. 
It has to do with the section dealing with 3(c)7, the participation 
of qualified purchasers in private investment. 

Without getting into the threshold issue, which is one that has 
provoked a lot of discussion, actually recommendations were made 
by the SEC back in 1992—1 think I'm correct on that 1992— deal- 
ing with this issue. 

I wonder if you might just share with the Committee what the 
rationale was for those recommendations then, and why it's impor- 
tant obviously today, but particularly back then? 

Mr. Levitt. I can't recall the specific recommendations, but I 
think that this whole question of establishing a nimierical standard 
is very difficult. In my experience, representing investors, including 
a large investment banking firm, I found that every time we tried 
to set a specific standard, there were so many exceptions, so many 
ways around it, I couldn't argue persuasively for one number ver- 
sus another number. 

In general, I support the notion of broadening the exemption be- 
cause I think clearly there are lots of individuals of substantial net 
worth who don't need the protection of the Commission. However, 
whether your number is precisely the right one, or the House num- 
ber is closer to it, I'm not sure. 

I guess if I could create what I think would be an ideal threshold 
for defining qualified purchasers, it would be to opt toward a larger 
nxmiber because the Commission's exemptive authority permits us 
only to reduce that number and allows us only to analyze cases in 
which we should lower that number. 

Again, I cannot honestly say to you that I could persuade you 
that one number is absolutely right, except to say that I tmnk 
we're moving in the right direction. 

Senator Dodd. I understand the number issue. Putting aside the 
number issue, which is obviously a critical one, do you recall the 
background as to why the SEC originally was proposing revisions 
in this area? 

Mr. Levitt. I don't recall. I can only imagine that Americans 
today are more investment literate than at any time in history, and 
some of the protections that might have been appropriate in an 
earlier era were felt by us to be too stringent. 

Also, much of this investment tends toward small business en- 
deavors. I would guess we were trying to encourage more small 
business investment. 

Venture capital really responds to that and venture capital is 
something that has grown by leaps and bounds and has been one 
of the greatest sources for job creation in America. 

I think we were trying to encourage that as well. I think the test 
that we used some years ago of 100 persons is an antique test and 
I would suppose that we recognized it as such. 

Senator Dodd. Thank you. Chairman Levitt. I appreciate that. 

Mr. Levitt. This is trying to recreate history. I'll be glad to send 
you a supplement. 

Senator Dodd. I'm sure everybody on the Committee has been 
visited about this issue, and have had argument raised. 
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The Chairman. Chairman Levitt, let me thank you for your par- 
ticipation today — ^not only today, but, as Senator Gramm has indi- 
cated, in terms of reaching the point that we have in consultation 
with the staffs of our individual Committees. I want to also take 
the opportunity to thank Laura Unger, who has just been fabulous 
in her work in this area. 

It is my intent to attempt to schedule us for a mark-up before 
the July 4th recess, with the commitment of Senator Dodd, Senator 
Gramm, and the other Members of this Committee, that we bring 
to the Floor a bill which will not be amendable as it relates to any 
extraneous matters. 

Senator Dodd. I'll try. Fve made that commitment. 

The Chairman. I think we're pretty good when we get together 
at keeping extraneous matters from the bill, no matter how lauda- 
tory. Obviously there are questions, and there are some differences, 
but our staffs are already working with the House in attempting 
to identify the differences in order to begin to deal with them, even 
before the mark-up period, so I anticipate that we can get a bill to 
the Floor, hopefully conference it with our colleagues in the House, 
and get it enacted into legislation. 

That's not an easy feat, given the fact that this is a Presidential 
year and the fact that we're going to have a shortened, abbreviated 
legislative calendar. 

We're talking about just a very few days as a practical matter, 
but I think if we all work together in the spirit that we've done to 
this point, we can accomplish that. 

I look forward to your continued good efforts in this, and we 
want to thank you. Chairman Levitt. 

Mr. Levitt. Thank you. 

The Chairman. We'll call our second panel. 

Gentlemen, let me first say that we already have your state- 
ments, we take your statements as if read in their entirety, and 
they will be ordered as part of the record. 

The reason for saying that is not that we don't appreciate the 
eloquence, the thought, and the craftsmanship that go into these 
statements. Mr. Krongard, relax a little. We dote on every word, 
and we know that you dote on every one of our words, as well. 

[Laughter.] 

Given that mutual respect and admiration, I will ask you to sum- 
marize your remarks, touch the highlights of it and you are more 
apt to keep our attention. 

Then, I would ask you to point out those areas that may be of 
concern, rather than go through the whole thing because we're 
going to move this bill. 

Recognizing that we're going to move the bill, it would seem to 
me if you would take the time out to just simply tell us the areas 
of some concern, we have a staff here who are recording this for 
posterity in every possible manner; visually, electronically, and in 
every other way. 

We'll start with Mr. Brody. 

Senator Dodd. Why don't you just get right to that whole ques- 
tion of the threshold level on the funds? 

[Laughter.] 
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Just go right to it. I think you'll probably agree with everything 
else here. I know Mr. Brody cares about this issue particularly. 

OPENING STATEMENT OF CHRISTOPHER W. BRODY 

PARTNER, WARBURG, PINCUS AND COMPANY 

(ON BEHALF OF NATIONAL VENTURE CAPITAL ASSOCIATION) 

Mr. Brody. I appreciate your advice. Fm going to go through the 
first part of my testimony very quickly then. 

Fve been in the venture capital business for 25 years. Our firm 
has financed over 200 companies. We are members of the National 
Venture Capital Association. We appreciate the opportimity to tes- 
tify here today. 

As many know, our industry has financed thousands of compa- 
nies, Federal Express, Apple, Sun Microsystems, Inc. We have cre- 
ated many jobs. We have done a lot of fine things for the American 
economy. 

Now, let me jump ahead. We support the qualified purchaser 
provisions in S. 1815. They set the threshold for being a qualified 
purchaser, as you know, at $5 million to $25 million in investments 
and they provide for SEC discretion to define additional classes of 
purchasers. 

Any change in the Senate bill to increase the levels above $5 mil- 
lion to $25 million or strip the SEC of discretionary authority 
would mean that the legislation would be of no material benefit to 
the venture capital industry. 

Let me elaborate. Fm jumping over a couple of pages. 

The Chairman. No, go ahead. 

Mr. Brody. The venture capital industry faces a serious capital 
formation issue. While it's clear that we are alive and well, Fm not 
suj:^ that many people appreciate that in 1985, the paid-in capital 
in our industry was $20 billion. Today, it's $38 billion. 

That compares, for example, with mutual fund equity, which has 
gone from $120 billion to $1.3 trillion during that same period. So 
while our industry has doubled in capital over 10 years, other 
sources of capital, such as mutual fund equity, have increased 10 
times. 

At the same time, the needs for capital for high-growth busi- 
nesses have increased. Our industry invested $7.5 billion in ven- 
ture-backed companies in 1995. That was a record high, and it was 
up 50 percent over 1994. 

We are faced with a problem going forward. The single most im- 
portant source of capital in the venture capital industry since the 
early 1980's has been ERISA defined benefit plans. 

Unfortunately, because of the downsizing of the Fortune 500, 
which is the major source of ERISA plan money to our industry, 
the amounts of money under management in the pension industry 
will not increase as projected. 

That is aggravated by the fact that there is a rapid shift taking 
place between defined benefit plans and defined contribution plans. 
As you probably know, venture capital partnerships cannot accept 
defined contribution money. 

So at a time when the needs of our portfolio companies are in- 
creasing, at a time where we've actually lost share from what has 
originally been a small base with respect to equity capital in the 
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coxintry, we're also faced with a potential decline in the availability 
of capital from one of our most important sources. 

I would like to emphasize, Mr. Chairman, an overly-narrow defi- 
nition of qualified purchaser will not achieve the purposes of the 
legislation. 

First, if the amount is not great relative to what is currently 
available in the industry — and, by our measure, the House bill 
would result in very little incremental money that is not already 
accommodated by our industry within the 100 person head coimt — 
then, people will not set up 3(c)7 fimds for that small amount of 
incremental money. 

The result is that there would essentially be no significant 
change in the amount of capital available from this source if the 
threshold were too high. 

I think the $5 million level, fi-ankly, is less capital than our in- 
dustry would like. At that level, we're talking about 90,000 house- 
holds, a very small number of people, and as one goes above $5 
milUon, that scales down very quickly. It's not a linear curve to $10 
million, so that while the difference between $5 million and some 
small increment above $5 million may appear to be very small, it 
can be very substantial in terms of the amount of capital available 
to our industry. 

I think also, as many of you know, our industry believes that a 
lower threshold would have been good public policy. There have not 
been abuses in our industry. People who have invested in our sec- 
tor have done well. But in the spirit. Senator Dodd, which you 
mentioned, also the Chairman and Mr. Gramm, of speeding up the 
process, our industry has concluded that, at the $5 million to $25 
million level, with SEC discretion, it will have a favorable impact 
on our industry. 

The Chairman. Thank you very much. 

Senator Gramm. Mr. Chairman, can I get one clarification? 

The Chairman. You know what I think we should do? We're 
going to get a divergence of opinion, so why don't we hear Mr. 
Fink, who's going to express, I think, some other concerns, right? 
We'll get it all out on the table, then we'll start working with it. 

OPENING STATEMENT OF MATTHEW P. FINK 
PRESIDENT, INVESTMENT COMPANY INSTITUTE 

Mr. FiNK. Thank you. 

I agree with Chairman Levitt. This is a great bill, and we will 
do everything we can to help to get it enacted this year. 

Our quibble is with several provisions dealing with exemptions. 

One thing to notice, this keeps getting portrayed, this qualified 
purchaser provision, as something to help venture capital, a very 
worthy go^. There is absolutely no indication in the bill that a 
penny will go to venture capital because there's no requirement 
that the portfolio of these new pools for qualified purchasers put 
a penny or nickel in venture capital. 

I will predict, as somebody who has represented the investment 
management industry for over two decades, that if you enact this 
provision, the lion's share of the money will not go to venture cap- 
ital. It will go to speculative hedge funds that will invest in New 
York Stock Exchange securities, foreign securities, and derivatives. 
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So don't be deluded that this is a venture capital provision; it's 
not. It could be converted to one, which we would support. You 
could put a test on it that 80 percent or 60 percent of the assets 
be invested in venture capital as youVe done in another provision 
of the bill dealmg with BIDCO's. 

Second, while there have been no abuses, I take Mr. Brodys 
words, in the venture capital area, there have been a lot of abuses 
in recent years in funds sold to sophisticated investors. 

Our testimony laundry lists them. You have Orange County in 
the papers today. You have the Askin hedge fund, you have the 
New Era fiind in Philadelphia. 

This is a risky area. Therefore, I would urge the Committee to 
consider higher limits than in the bill. I think the House limits are 
preferable as you're going through an untested area. I think you 
should not give the SEC discretion to decide where the statute be- 
gins and ends. 

I think it's fine for the SEC to have exemptive power over people 
it regulates, but I think the decision as to which pool of funds and 
the participants in the pool of funds should be protected by the se- 
curities laws should be a decision for Congress, not the regulators. 

Third, I think the test in the bill using financial assets, or invest- 
ments, I should say, rather than securities, is misplaced. Someone 
with $5 million in farmland I guess would be deemed sophisticated, 
but my main point, again, is this provision is not related to venture 
capital. It is wrong to look at it that way. 

I think if the Committee wants to go with these limits or lower 
limits or harder limits for the venture capital fund, that will be 
fine, but then it ought to be limited to venture capital. Otherwise, 
I think it's a great bill. 

The Chairman. That's pretty good. 

[Laughter.] 

Mr. Harris. 

OPENING STATEMENT OF DEE R. HARRIS 

PRESIDENT, NORTH AMERICAN SECURITIES 

ADMINISTRATORS ASSOCIATION, INC^ AND 

DIRECTOR, DIVISION OF SECURITIES 

ARIZONA CORPORATION COMMISSION 

Mr. Harris. Mr. Chairman, Members of the Committee, on be- 
half of NASAA, I want to express my appreciation for your in- 
vitation to testify about the key role of States in the regulation of 
securities. 

NASAA agrees the licensing jurisdiction over investment adviser 
firms should be divided between the SEC and the States, and could 
support using assets under management as the dividing criterion. 

However, we believe the dividing line should be raised from $25 
million to $50 million. Investment advisory practitioners have sug- 
gested that this number is easily and materially subject to change. 
The amount of assets under management is rapidly expanding be- 
cause of 401K plans, IRA's, and similar efforts by Americans to 
save for their retirement. 

This results in a much larger local and retail lA industry that 
Federal regulators must oversee, thus defeating the purpose and 
benefits of dividing the jurisdiction in the first place. 
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The bill also preempts the States from licensing investment ad- 
viser representatives, or the persons who provide point of sale ad- 
vice to retail customers, if such persons are employed or associated 
with an investment advisory firm that is exempt from State licen- 
sure because its assets exceed $25 million. If the lA is exempt from 
State licensure, so are its representatives. 

Such a regulatory structure will create regulatory gaps, the rea- 
son being that only the States license investment adviser repre- 
sentatives. The SEC does not. 

NASAA is opposed to the furtherance of unlicensed sales forces 
operating within the States. Clarifying the report language to re- 
flect the desire of the Committee specifically and imambiguously to 
preserve the States' sales practice authority is also needed. 

Chairman Levitt has referred to State regulators as the local cop 
on the beat. We cannot disarm the local cop in any way while he 
or she polices xmscrupulous participants in our securities markets. 
Those who suggest that State authority be limited to policing oral 
sales practice conduct, only indirectly encourage litigation and ig- 
nore one of the great values of State securities regulation. 

For example, the State takes action to deny sales persons fi:t)m 
making misleading statements, but not fix)m distributing mislead- 
ing sales literature. NASAA strongly opposes such limitation. 

In the interest of eliminating inefficiencies and redundancies, 
NASAA recommends the Senate consider eliminating the require- 
ment for Federal registration of securities offerings of $5 million or 
less. These smaller offerings are purely local in character. It is both 
costly and burdensome for a small issuer in a far-western State to 
have to work with a SEC examiner located in Washington, DC. 

Although section 18(d) of the bill preserves filing and fee pay- 
ment at the State level. States would have no means of enforcing 
such provisions. NASAA supports a proviso that would allow a 
State to suspend the offer and sale of securities in a State should 
the issuer fail to file the required documents or remit the fee re- 
quired under State law. 

In addition, NASAA recommends State notice filings and fees be 
preserved in the area of marketplace exemptions and Form D fil- 
ings. Both provide effective notice without being overly burdensome 
and constitute a large source of State income. 

On the whole, however, NASAA believes that the Securities In- 
vestment Promotion Act of 1996 recognizes the critical role of State 
securities regulation. We look forward to working with you to clar- 
ify the areas outlined in my testimony. 

Thank you. 

The Chairman. Mr. Harris, we thank you for your cooperation. 
We will be working closely together. 

Mr. Krongard, good to see you. 

OPENING STATEMENT OF A.B. KRONGARD 
CHAIRMAN AND CEO, ALEX BROWN & SONS, AND 
CHAIRMAN, SECURITIES INDUSTRY ASSOCIATION 

Mr. Krongard. Thank you, Mr. Chairman. 

Fm Chairman of the Securities Industry Association, and we rep- 
resent more than 90 percent of the securities business that is con- 
ducted in the United States and are members of the group who 
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have created these capital markets that are the envy of the rest of 
the world. 

In taking your suggestion, I will do away with the hors d'oeuvres 
and get right into the main course. 

We strongly support S. 1815 and do agree that the bill would 
clean out many of the cobwebs that have accumulated in the Na- 
tion's securities laws. 

While we support the bill strongly, we think you have the oppor- 
timity of taking a good bill and turning it into a great bill with only 
a few modifications. 

Coordinating the State and Federal regulations in S. 1815 in- 
cludes an important provision that strengthens the national securi- 
ties markets by precluding State review of offerings by mutual 
fimds and offers and sales to sophisticated investors. 

We believe this bill is an important step in filling a void in secu- 
rities regulation currently, the lack of any clear delineation be- 
tween the roles of the Federal and the State regulators. 

It also preserves the important role of the cop on the beat. Being 
the local cop on the beat, we strongly believe that the best use of 
State regulatory resources lies in the detection and prosecution of 
fraud, and that those resources are limited and, consequently, thev 
should shoot their bullets where they can do the most good, botn 
for the investors and the people on our side of the business. 

We support a nationwide exemption from State and Federal reg- 
istration for secondary market transactions in the securities of 
major domestic and foreign investors. 

We also believe what is needed is at least a de minimis exemp- 
tion from State licensing requirements for individual brokers when 
they have only a peripheral contact with a particular State. 

As outlined in my written testimony, we're confident that these 
provisions can be done in such a way as not to delay the implemen- 
tation of this bill. 

We also believe that the bilFs delineation between State and Fed- 
eral regulation of investment advisers is a good thing, although we 
believe it needs a little tinkering in that the mere organization of 
a given organization could have a difference of effect as to whether 
it was regulated by State or Federal regulation. 

A company that divided into 25 different sub-units of $25 million 
each may be regulated by the State, whereas if they chose to have 
all $525 million of their assets under one roof, they would then 
come under Federal regulation. We think that should be very easy 
to fix. 

In addition, we think that in light of what the Federal Reserve 
Board has done, there's no need for a legislative reform of securi- 
ties credit margin requirements as they relate to margin between 
an investment banker or brokerage firm and the individual retail 
customer. 

However, we do believe that the continued disparities between 
restrictions on sources of funds imposed by U.S. securities firms 
and those applicable to other institutions, both foreign and domes- 
tic, are neither equitable nor defensible. 

Finally, we believe that while our industry has long acknowl- 
edged that a broker who recommends an investment to a retail 
customer must have a reasonable basis to believe that such in- 
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vestment is appropriate to such customers and circumstances, we 
believe that in the case of institutional clients that the presump- 
tion of both the broker and the client is the opposite, that the client 
is making its own decisions and rel)dng on its own sources. 

Few institutions want or need second guessing. We believe that 
a suitability obligation toward an institutional customer should be 
a contractual matter, spelled out between broker and client, and 
advance agreements of this type would protect both from misimder- 
standii^s. 

What we suggest could be very similar to what is the rule now, 
which requires corporate clients to give their brokers a copy of a 
resolution authorizing the execution of stock trades. 

What we are asking for merely is in advance an understanding 
between the broker and the institutional client as to what the as- 
sxmtiptions are on both parties. 

Thus, while we strongly support this bill, we believe that by mod- 
est strengthening, it could truly be a great step forward in main- 
taining America's preeminence in the investment world. 

Thank you. 

The Chairman. Thank you, Mr. Krongard. 

Mr. Saltzman. 

OPENING STATEMENT OF PAUL SALTZMAN 

SENIOR VICE PRESIDENT AND GENERAL COUNSEL 

PUBLIC SECURITIES ASSOCIATION 

Mr. Saltzman. Thank you, Mr. Chairman, and good afternoon. 

I am Paul Saltzman, Senior Vice President and General Coun- 
sel of the Public Securities Association. PSA is the bond market 
trade association representing approximately 275 securities firms 
and banks that underwrite, trade, and sell debt securities both do- 
mestically and internationally. 

PSA supports your bill, S. 1815, and we appreciate the oppor- 
tunity to present our specific views on issues relating to Title III 
of the bill. 

May I add to the chorus of previous witnesses in commending 
you and your colleagues for your leadership in introducing this leg- 
islation, and for moving so quickly to hold hearings and hopefully 
to obtain Committee approval and final passage in this Congress. 
S. 1815 and its companion bill in the House together represent an 
important step in the evolution of safer and more efficient capital 
markets. 

Our written statement includes a discussion of the provisions of 
the bill that are of particular interest to fixed-income markets. In 
the interest of time, however, I would like to focus my remarks on 
three issues: The preemption of State *l3lue sky*' law provisions 
contained in S. 1815 and two other issues that have been part 
of the legislative debate but not included in your bill that are of 
significant importance to the fixed-income marketplace, issues re- 
lating to regulations concerning broker-dealer funding, which Mr. 
Krongard earlier alluded to, and the continuing need for legislative 
clarity regarding institutional investor responsibilities. 

PSA supports section 308 of S. 1815 which contains provisions 
designed to address problems associated with the duplicative State 
and Federal regulatory regimes. However, we also urge the Com- 
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nittee to adopt changes to this provision of the bill which are con- 
istent with the goals of strearnlining the regulatory system, yet 
)reserving investor protection. 

As previously acknowledged here today, the dual system of Fed- 
eral and State market regulation often results in needless and du- 
)licative efforts that contribute little or nothing to strengthening 
nvestor protection. Section 308 of S. 1815 would begin to address 
hese problems. It would codify existing exemptions from State 
blue sky^ laws, from other things, listed securities and securities 
K)ld to qualified purchasers. 

We urge the Committee to strengthen this portion of the bill by 
idding provisions designed to expand the scope of current State 
aw preemptions, again, without threatening investor protections. 
Specifically, we recommend four particular exemptions: Registra- 
ion of secondary trading, certain types of over-the-counter debt se- 
urities, exempt securities, and asset-backed securities. 

In addition, we recommend amendments that would eliminate 
luplicative regulation of broker-dealers so that broker-dealers, as 
^r. Levitt said earlier, are subject to a single Federal standard re- 
garding capital and books and records requirements. 

Amending the bill to include these provisions would bring your 
egislation more in line with the State preemption provisions of the 
iouse companion bill. 

Although not included in the Senate bill, we urge the Commit- 
ee to consider a narrowly targeted amendment relating to broker- 
lealer funding that could be the first step in reforming the hope- 
essly arcane and inefficient system of margin regulation that we 
lave in this country. 

Actually, all parties to the debate agree that reform is needed, 
ind we are encouraged by recent regulatory efforts in the area of 
tiargin reform. In particular, we are very supportive of ongoing 
tfforts by the Federal Reserve Board to reform Regulation T, which 
s the regulation governing margin borrowing and lending by 
broker-dealers. We're also pleased that the New York Stock Ex- 
hange has recently announced a plan to review its margin rules, 
Liid we are encouraged by statements of Chairman Levitt in the 
Tea of margin reform as well. 

In light of these significant regulatory developments, we've con- 
luded, along with the Securities Industry Association, that com- 
prehensive margin reform dealing with the extension of credit to 
ustomers at this point is not warranted. 

However, as we indicated earlier, we do support a narrowly tar- 
eted amendment designed to permit extensions of credit to broker- 
ealers by any lender to finance their security holdings. This pro- 
ision is in H.R. 3005, and we urge the Committee to add it to 
;. 1815. 

Finally, we feel strongly that the securities regulation reform 
ebate offers an excellent opportunity to address the area of insti- 
utional investor responsibility. 

We are extremely troubled by a persistent trend among some 
astitutional investors to attempt to assign blame for poor invest- 
cients on broker-dealers with whom they do business. This trend 
terns from a lack of clarity in the statutes and rules that govern 
he respective responsibilities of dealers and institutional custom- 
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ers. We feel strongly that investment managers entrusted with the 
responsibility of managing other people's money should possess the 
knowledge and expertise to make intelligent and accountable in- 
vestment decisions. If institutional investors are permitted to reap 
the benefits of rising markets, but are then able to shift the respon- 
sibility for investment losses to other parties, the basic foundation 
of our markets would be threatened. Ultimately, such a condition 
will lead to extreme inefficiency and much higher cost of capital. 

The best and most direct way to address this problem is to estab- 
lish a statutory presumption which clarifies institutional investors' 
responsibilities. We would urge the Committee to amend S. 1815 
to include a provision of this sort. 

In conclusion, PSA supports S. 1815 and we look forward to 
working with the Committee, but we also believe that with the 
amendments I just mentioned, it could be even a better bill and it 
could make our markets more efficient and more competitive in 
what is an increasingly global capital marketplace. We encourage 
you to adopt these changes and look forward to it. 

Thank you very much for the opportunity to present our views. 

The Chairman. Thank you. 

Mr. Tomasko. 

OPENING STATEMENT OF MARK D. TOMASKO 

EXECUTIVE VICE PRESIDENT 

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC. 

Mr. Tomasko. Mr. Chairman, Members of the Committee, my 
name is Mark Tomasko. I serve as Executive Vice President of the 
Investment Counsel Association of America. 

The ICAA was founded in 1937 and was the group that worked 
with Congress in 1937 and 1940 in drafting what became the In- 
vestment Advisers Act of 1940. 

Our member firms manage close to a trillion dollars in client as- 
sets for thousands of institutional and individual clients. 

First, on behalf of the ICAA, let me thank Chairman D'Amato, 
Securities Subcommittee Chairman Gramm, Senator Dodd, Senator 
Bryan, and Senator Moseley-Braun for introducing this bill. 

My specific testimony on S. 1815 is limited to Title I, the Invest- 
ment Advisers Integrity Act. Fm pleased to say that the ICAA very 
strongly supports the bill's Title I provisions. 

We believe this bill could be the most significant amendment to 
the Act since the Act was passed. Why so significant? Because the 
world has drastically changed. In 1940, six States regulated invest- 
ment advisers. In 1996, 46 States regulate investment advisers. 

Almost all of our firms and most mid-sized and large advisers op- 
erate in a number of States. The requirement of registering the 
firm and many of the firm's professionals in a number of States, 
and monitoring the differences in State laws, has developed into a 
cottage industry. In some firms, there are one or more people 
whose sole job is to work on State registrations and requirements. 
NASAA has made a very good effort to standardize some of the 
laws on registrations, but uniformity is still perpetually a goal. In 
our written testimony, you'll find several examples of paperwork 
violations where no investor was harmed, and the investment ad- 
viser firms received five-figure fines from the States involved. 
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In addition to the burden of overlapping regulation on the indus- 
try, we feel that there is a problem for investor protection. When 
you diffuse responsibility you diffuse accountability. One set of reg- 
ulators, when time and resources are short, can always point to the 
other and say it's their responsibility. I've heard State regulators 
suggest that their efforts to obtain adequate resources would be 
bolstered by clear primary responsibility. 

We believe S. 1815 is tne solution and we are very pleased to see 
the division of labor that is proposed in this bill. 

We do have a concern on the notice filings required of individuals 
working for SEC regulated advisers, and we're working with the 
Committee and regulators on this issue. 

Finally, we support two additional uniformity provisions pertain- 
ing to small advisers as detailed in my written testimony. 

The ICAA believes that S. 1815 is a rare opportunity to increase 
the regulatory effectiveness of governmental agencies while at the 
same time decreasing the unnecessary burden on advisers. 

Mr. Chairman, Members of the Committee, thank you very much 
for inviting the ICAA to testify. We look forward to working with 
the Committee on this legislation, and urge that it go to mark-up 
as soon as possible. 

Thank you. 

The Chairman. Thank you, Mr. Tomasko. 

A number of our colleagues have joined with us. I'm going to rec- 
ognize them for the purposes of making a statement or putting a 
statement in the record. 

Senator Faircloth. 

OPENING COMMENT OF SENATOR LAUCH FAIRCLOTH 

Senator Faircloth. I have just a brief statement that I would 
like to put in the record. 
The Chairman. So ordered. 
Senator Sarbanes. 

OPENING COMMENT OF SENATOR PAUL S. SARBANES 

Senator Sarbanes. Mr. Chairman, I'll wait until my turn comes 
up. 
The Chairman. Senator Bond. 

OPENING COMMENTS OF SENATOR CHRISTOPHER S. BOND 

Senator Bond. Thank you, Mr. Chairman, for holding this hear- 
ing. I'm the Chairman of the Subcommittee on Small Business and 
we're interested in seeing that capital flows to small business. We 
have some things we want to work on in that area. 

As a former Governor, I recognize the need for preemption, the 
exemption of certain State responsibilities. I think this measure, as 
drafted, develops a reasonable balance between the interests of the 
States and the need to have a national regulation of mutual fimds. 

I have some questions about the breadth of the qualified investor 
provision, but I very much would look forward to working with you 
and other sponsors of this legislation. It's long overdue and a very 
good piece of work. 

The Chairman. Senator Grams. 
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OPENING COMMENT OF SENATOR ROD GRAMS 

Senator Grams. Thank you very much, Mr. Chairman. I com- 
mend you for holding this hearing on S. 1815, a landmark securi- 
ties regulatory relief bill that I strongly support. I appreciate our 
distinguished witnesses appearing here today, and I look forward 
to the passage of this important legislation. 

The Chairman. We will hold the record open for 10 days for the 
purposes of those Members who would like to submit written ques- 
tions. I think Chairman Gramm would like to have a couple of 
these questions answered in some detail. 

With that, ni turn to any of my colleagues who have questions 
they would like to put. 

Senator Sarbanes, do you have any questions? 

Senator Sarbanes. Mr. Chairman, I actually do not have any 
questions. 

I want to thank the members of the panel for their very good and 
helpful statements, perhaps even more so for the written state- 
ments that have been submitted, which obviously a great deal of 
work went into. We appreciate it. 

I want to assure the people on the panel that we'll look through 
them very carefully because we want to be certain that the various 
suggestions that are made are given very careful attention. 

I would be remiss if I did not specifically acknowledge Mr. Kron- 
gard's presence at the table, since he's a distinguished Maryland 
citizen and also Chairman of one of our State's leading corporate 
citizens, the investment banking house of Alex Brown & Sons, as 
well as in his capacity as Chairman of the SLA. 

Mr. Chairman, let me make just a couple of observations, if I 
might. 

First of all, I want to commend you for holding these hearings 
in a very prompt fashion. The bill that's before us, in my judgment, 
contains a number of very worthwhile provisions and I am hopeftil 
that by working together and focusing on areas of concern, we can 
produce a consensus product which commands general support. 

We've had some suggestions made here today obviously for ways 
to strengthen the bill and improve areas. 

I must say, I come at it with a strong sense that the U.S. securi- 
ties markets by and large are ftinctioning well. That doesn't mean 
they can't be improved, particularly on the issue of duplication or 
duplicative burden, which seems to me is worth spending time and 
attention on in order to try to improve. 

The figures on the functioning of the U.S. capital markets are 
very impressive. In fact, as I understand it, initial public offerings 
this quarter will reach $15 billion, which would top the previous 
record in the fourth quarter of 1995. 

Of course, we retain our preeminent position in the world in this 
regard. As a matter of fact, the Wall Street Journal reported not 
too long ago that German venture capitalists plan to take the Ger- 
man companies public on the U.S. markets. 

They have two major themes here. First, improvement of mutual 
ftind regulation, and second, reallocation of responsibility between 
Federal and State regulators. 
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I'm not going to go into the provisions and comment on them spe- 
ifically in detail, but let me just say that I hope we can work 
hrough this lej^slation in a way 

FU put it differently. There's always a problem when you get a 
>iece of legislation of this sort where someone or another is trying 

overreach and create a counter-reaction. I hope we won't experi- 
nce that here as we try to develop this legislation. 

We are obviously interested in what the States securities regu- 
eitors feel, since they're going to be impacted in a significant way, 
ind of course we are very interested in what the industry thinks, 
»ut I'm rather hopeful that at the end we will have a product that 
ommands general support. 

I look forward to interacting with my colleagues on the Commit- 
ee as we seek to shape this legislation in order to achieve that ob- 
Bctive. 

Thank you very much. 

The Chairman. Do I have any other colleagues who have any 
[uestions they would like to raise at this time? 

Senator Faircloth. I have a couple of questions. 

The Chairman. Senator Faircloth. 

Senator Faircloth. Thank you. 

I would like to ask, Mr. Fink, there have been several accounts 
n newspapers about, particularly with respect to Fidelity Magel- 
em, managers trading for their own accounts. How big a problem 
s this, and how big a problem is it potentially capable of becoming? 

Mr. Fink. I think it^ a relatively small problem for two reasons. 
The SEC studied it IViz or 2 years ago, and there's very little trad- 
ng given the size of the industry. 

Second, it's governed by a very tough set of rules. There's a sec- 
ion in the Investment Company Act, 17(j), where the SEC requires 
imds to have codes to deal with this. The codes are pretty strin- 
gent and, on top of that, the industry has come up with a set of 
'oluntary guidelines. 

For example. Senator, there's about nine of them, but one of 
hem forbids anybody who works for a mutual fund, not just a 
nanager but a secretary or a lawyer or whatever, from gaining any 
profit of trades within 60 days, which in effect is a ban on short- 
erm trades. 

So I think as a factual matter, it's not a big issue and I think 
t's pretty well dealt with by law and practice. It's an issue that 
las a lot of public appeal so, even though it's relatively small, it 
nakes a lot of headlines, particularly when you have a famous 
)ortfolio manager. 

But, objectively, I don't think it's a big issue. 

Senator Faircloth. You don't see any need for us to do any- 
hing, new regulations, laws? You think it's well taken care of? 

Mr. Fink. You might also ask the SEC, but I think they have 
unple power under current law. 

One problem, if I might. Senator, somebody testified today that 
here's $10 trillion of managed money in the United States. Three 
rillion, or 30 percent, is in mutual funds. These restrictions, 17(j) 
ind the monetary guidelines, only apply to mutual fimds. 

At some point, if you make it so stringent that if you work for 

1 mutual fund, you can't own any stocks or bonds, you'll drive the 
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personnel to hedge funds or venture capital or banks or insurance 
companies. 

So you have a number of different factors, but to answer your 
question, from what I know and think, the laws on the books, the 
SEC has power and objectively it does not seem to be a large issue. 

Senator Faircloth. I have a question for Mr. Krongard. 

In your testimony, you raised an issue that broker-dealers cannot 
borrow from banks and pledge equity securities as collateral. 

Is that the current law? 

Mr. Krongard. That's what we're trying to do. Broker-dealers 
operate under different regulations than either banks or foreign se- 
curities people. Consequently, we are disadvantaged when we bor- 
row for our own account. 

In other words, this has nothing to do with our lending money 
to our customers, but only the ability of a broker-dealer to obtain 
money for its own account. 

Senator Faircloth. But, as it is, a broker-dealer cannot borrow 
from banks or pledge equity securities as collateral? 

Mr. Krongard. That's correct, yes, sir. 

Senator Faircloth. And you want to change that? 

Mr. Krongard. Yes, sir. 

Senator Faircloth. Is the U.S. securities business put at a dis- 
advantage compared to foreign firms because of this? 

Mr. Krongard. Very much so. I mean, the cost of capital, sooner 
or later, figures into the pricing of all your goods and services. It's 
no different in this aspect than any other thing. 

Senator FAIRCLOTH. Could you give me an example of exceptions 
you feel like you need, that a broker-dealer needs who has clients 
across State lines? 

What exceptions do they need? 

Can you give me an example? 

Mr. Krongard. Sure. 

You, yourself, are skiing in Colorado and you're a resident of 
Kansas and your broker in New York calls you, or you call him and 
you want to execute a transaction. 

Colorado could then say that that broker is not licensed to do 
business in the State of Colorado, even though you were just there 
for one week's skiing. Consequently, the broker could get himself 
in trouble. 

So what we're asking for is a de minimis exemption. If the broker 
just did that, had one or two trades while you were on your vaca- 
tion, that the broker would not be violating the securities laws of 
the State of Colorado. 

Senator Faircloth. In other words, there would be exemption 
for spasmodic trade? 

Mr. Krongard. Yes, sir. 

Senator Faircloth. I have a question for Mr. Brody. 

If we lower the threshold of assets to $1 million, where I under- 
stand you would like it to be set at, how many Americans would 
find themselves exempt from the closed-in mutual fiind trade? 

Did I understand you right when you said you wanted it down 
to $1 million? 

Mr. Brody. I don't believe that we recommended $1 million. The 
numbers that are available to us from the Federal Reserve indicate 
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that at a net worth of $2.3 miUion, which is less than 1 percent 
of the American households, you're talking on the order of a little 
less than a million households. 

I don't know what the number is at $1 million, but if the thresh- 
old were set at $2.3 million, and that happens to be the number 
that Federal Reserve study made available, you would be talking 
about a little less than a million households in this country. 

Senator Faircloth. But $2.3 million would be less than 1 per- 
cent of the households? 

Mr. Brody. That is correct. The slope is very steep. By the time 
you get to $5 million, it's less than 90,000 households in this coun- 
try. So you can imagine that you don't have to go very far above 
$5 million, and the numbers come down very rapidly. 

Senator Faircloth. There's not as many rich people as I had 
thought. 

[Laughter.] 

That^s all. 

The Chairman. Senator Bond. 

Senator Bond. Thank you very much, Mr. Chairman. 

Mr. Brody, as I xmderstand it, in 1980 Congress exempted BDC's 
from the provision of the Investment Company Act really to encour- 
age the funds to offer managerial assistance and to get money into 
small business. 

If S. 1815 eliminates the managerial assistance requirement, 
does this get away from the basic purpose and does it deny some 
of these smaller firms needed management and managerial assist- 
ance that they might otherwise have? 

Mr. Brody. Senator Bond, the National Venture Capital Associa- 
tion represents more than 80 percent of the capital in the United 
States. Very few, if any, of its members are BDC's, business devel- 
opment companies. 

So while I'm sure this provision might have a salutary effect on 
capital available to business development companies, I'm not in a 
position to quantify for you what kind of effect it would have on 
the venture capital industry as a whole. 

Senator Bond. So it would be of minimal impact? Section 305 
would permit BDC's to purchase securities in the secondary mar- 
ket, rather than requiring them to provide capital directly to busi- 
ness, which is the original intent of the 1980 legislation. 

Why should BDC's be given a special exemption without assum- 
ing a direct investment risk? 

Mr. Brody. I apologize, Senator Bond. I am not an expert on 
BDC's. They are not a major factor in our industry. 

Senator Bond. I would welcome your comments and suggestions. 
I have a special interest in that area since we keep working to try 
to get funding for small businesses. 

I might ask Mr. Fink, or any of the other gentlemen at the table, 
if they have any comments or thoughts on that? 

Mr. Fink. I think both changes are contrary to what Congress 
was trying to do in 1980. We were trying to have companies that 
both invested and provided assistance, and now the second part of 
that's being struck. 

Second, we're trying to have money injected right into small busi- 
nesses by allowing them to invest in the secondary market. It has 
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nothing to do with it. We're making them more like conventional 
mutual fiinds than like BDC's if you take out those provisions. 

Senator Bond. That's how it struck me, and I would ask the 
other gentlemen if they have a view on that? 

Mr. Krongard. 

Mr. Krongard. I agree that the purpose is to funnel money into 
small business, not to create a secondary market. 

Senator Bond. Gentlemen, any other views on that? 

[No response.] 

Mr. Brody, if you have any further thoughts on that, I would ap- 
preciate it if you would respond in writing. I realize it's a narrow, 
specialized area, but I would like your guidance and any other 
thoughts that any of you gentlemen may have. 

Mr. Brody. We'll see what we can do. 

Senator Bond. Thank you very much, Mr. Chairman. I'm looking 
forward to working with you on this. It's important and long over- 
due legislation. 

I commend Senator Gramm and you. 

The Chairman. Senator Gramm. 

Senator Gramm. Mr. Chairman, let me thank our panelists. I 
think some new issues have been brought up today, and I want to 
pledge to each of our panelists that we will go back and look at 
each and every concern that was brought up. We'll try to evaluate 
whether change should be made in our bill. Some of the provisions 
that were discussed today are in the House counterpart, and so 
could well find their way into the conference. 

I think from that point of view, it was a very positive hearing, 
and I want to thank you, Mr. Chairman. 

The Chairman. Let me reiterate that which Senator Gramm has 
just indicated. 

There are a number of provisions which were brought to our at- 
tention that are in the House bill. We will not necessarily duplicate 
them here for our own strategic planning needs. 

[Laughter.] 

That^ one. We're not strangers to this process I am sure. 

Having said that, though, I wanted to emphasize what Senator 
Gramm and my other colleagues have indicated. On those issues 
that are important we certainly will invite your active participa- 
tion. We are going to mark up this bill sooner rather than later, 
much sooner, and we will move it to the Floor sooner, rather than 
later. 

I hope we can do that. 

Second, I think in regard to Senator Sarbanes' admonition to 
watch this process, the only thing it aippears to me that can derail 
this bill is if we get a little hungry. 

So let's not try to kill a good thing by going too far, being too 
assertive. Let's look at building and making it better. Let's all keep 
our eye on the objective of taking a good bill and improving it into 
a better bill. If we look to advantage ourselves, we could hold it up. 

I know how that game is played. We go and work the other side. 
We tell the other side, do this and do that. I want you to under- 
stand, I don't move off of certain positions that we establish. 

Once we come to agreements, if I get the feeling that we're going 
too far, then this whole thing will break down. Instead of having 
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the total support that we now have legislatively, that we've built, 
a lot of good will and a lot of good trust, all it takes is one to get 
a little bit too much and to work up the other side, and we have 
disunity and distrust. I'm sajdng don t pit one against the other. 

Let's continue the process as it's been going, which has been ex- 
cellent, from the regulators on the State side, the SEC, and all of 
the various industries, associations, and groups. 

I am delighted to continue to work together. 

I want to thank Senator Granmi and his staff for an outstanding 
effort. 

We will stand in recess, and well probably reconvene within 2 
weeks for a mark-up. 

[Whereupon, at 3:25 p.m., Wednesday, June 5, 1996, the Com- 
mittee was recessed, subject to the call of the Chair.] 

[Prepared statements, response to written questions, and addi- 
tional material supplied for tne record follow:] 
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PREPARED STATEMENT OF SENATOR CHRISTOPHER J. DODD 

Thank you, Mr. Chairman. I would first like to express my appreciation to you, 
Senators Gramm, Bryan, and Moseley-Braun for the excellent spirit of bipartisan 
cooperation in which this bill was drafted. 

I think that S. 1815 justly reflects the excellent work that can be accomplished 
here when we put aside our party differences in order to arrive at solutions to the 
challenges that our economy races as we head into the 21st century. 

The U.S. capital markets are vitally important for the good economic health not 
only of virtually every American company, out for millions and millions of individual 
investors who have placed some of their assets either directly in securities or, as 
has become more and more common, into mutual funds. 

We must recognize that sustained economic ^owth is heavily dependent upon the 
continuing ability of our capital markets and nnancial services industry to function 
efficiently and with integrity. If companies find impediments to obtaining capital, 
they will not grow. If individuals find impediments to their access to securities and 
other investments, they will not save. 

Taking steps to enhance the access of both corporations and individuals to the se- 
curities markets is a prudent means by which Congress can help sustain or even 
increase the Nation^s rate of economic growth. 

Furthermore, the American capital markets are the envy of the world. No other 
nation enjoys the international reputation of our capital markets and it is necessary 
for Congress periodically to review and modernize, where necessary, the laws that 
make our markets and our flnancial services industry the world's leader. 

The legislation under consideration today is the culmination of a lengthy biparti- 
san effort to reform those aspects of the securities laws that are an outdated impedi- 
ment to the efficient functioning of the securities industry. 

The bill will also provide clearer statutory directives to both State and Federal 
regulators so that the integrity of— and confidence in — our capital markets and fi- 
nancial services industry is enhanced. 

Without going into excruciating detail, let me just highlight the main areas that 
this legislation covers: It improves the regulation of investment advisers by clarify- 
ing the proper roles of the SEC and the State regulators; it modernizes and stream- 
lines the regulation of mutual funds on the one hand, and provides badly needed 
modernization of the statutes covering hedge funds and venture capital funds on the 
other; it provides for clarification on a host of technical matters ranging from treat- 
ment of church pension plans to the access by U.S. ioumalists to forei^ issuer 
press conferences; and, significantly, the bill creates the mechanism for increased 
regulatory flexibility so that the SEC will have the ability to keep pace with needed 
regulatory changes as the needs and demands both of investors and the financial 
industry develop over time. 

I am truly looking forward to the testimony of today's witnesses, who will provide 
the Committee with the views of virtually every segment of our financial industries. 
But, before we begin with Chairman Levitt's testimony, let me offer one caveat. 

I believe that we have introduced an extremely balanced and thoughtful bill that 
addresses the needs of our growing financial services industry without sacrificing 
investor protection. 

However, given the lack of time left in this Congress, this careful balance can eas- 
ily be upset — a. situation that would result in severely dimming the bill's chances 
of passage. 

It will not be possible to pass legislation that only addresses the needs or concerns 
of a single constituency, so I would hope that everyone in the private sector will 
continue to work togetner, as we've all done to this point, to pass this bill out of 
Committee and out of the Senate with as little controversy as possible. 

Again, my thanks and appreciation to Chairman D'Amato and my other col- 
leagues for their excellent worK on this legislation. 



PREPARED STATEMENT OF SENATOR LAUCH FAIRCLOTH 

Mr. Chairman, thank you for calling this hearing. I want to welcome Arthur 
Levitt, who I think has done an excellent job at the Securities and Exchange Com- 
mission. 

Mr. Chairman, the purpose of this bill is to modernize investing in mutual funds. 

Mr. Levitt points out that in 1970 we had 360 mutual funds — ^today we have over 
5,500. Further, the assets of the industry have grown to over $3 trillion dollars. 

I ^nk Americans are trying to save more, but we know the tax burden is making 
it difficult. We tax income, property, sales, gas, airline tickets, a capital gain — ^if it 
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ixists this Government taxes it. So I think there are bigger issues affecting savings 
han this Committee is addressing today. 

Further, I think a majority of Americans are trying to save more because they 
lave less confidence that Social Security will be there for them when they retire. 
Uso, the stability of company pension plans is questionable, so Americans are try- 
ng to save for themselves by investing in the stock market. 

If we could cut spending, cut taxes, I think we could do more for their investing 
iian just this bill. 

Having said all that, Mr. Chairman, one of my concerns has been that, as this 
ndustry has grown so much, with so many Americans investing, we make sure they 
ire protected from fraud. 

There have been news reports recently that funds managers are trading for their 
>wn accounts — perhaps insider trading — and that this may affect the mutual fund. 

I am inking that perhaps if we can get the SEC to issue model rules of conduct, 
lot new regulations, but model rules, it may be that investors will have confidence 
h&t fund managers are acting in the best interest of the fund. This is one idea I 
vould like to pursue. 

Thank you, Mr. Chairman. 



PREPARED STATEMENT OF SENATOR PETE V. DOMENICI 

Mr. Chairman, I commend you for the speed with which you have moved to mark 
ip S. 1815, the Securities Investment Promotion Act of 1996. 

This will be my last vote on the Banking Committee during the 104th Congress, 
rhe honorable new Senator from Kansas, Ms. Frahm, soon will take my place and 
[ hope that her stay on this Committee will be as enjoyable as mine. 

Mr. Chairman, I commend you for the excellent way in which you have handled 
this Committee and for yoiu* commitment to addressing banking and securities is- 
sues in a fair and reasonable way. We have done some important, bipartisan work 
in this Committee this year, and I hope that the Committee will continue to work 
in such a cooperative fashion. 

This bill Chairman D'Amato, Senator Gramm, and Senator Dodd have introduced 
wiU. streamline regulation of our Nation's securities markets and encoiu'age greater 
savings and investment by the American people. While I believe that reforming oiu* 
hiation's tax code is the number one way to encourage greater savings and invest- 
ment, this bill also is a thoughtful and necessary step in achieving that important 



Like Senator Gramm and the Chairman, I too have been concerned that the cost 
of duplicative State and Federal secvuities regulation has placed an unnecessary 
burden on investors, as well as those who seek to raise funds in oiu* capital markets. 
These costs ultimately are passed on to the consumer — to the millions of Americans 
who own shares in a mutual fund or participate in the securities market through 
a pension fund. If we are to encourage greater savings and investment, these costs 
must be reduced. 

This legislation takes the important step of allowing the SEC to be the sole, 
comprehensive regulator of mutual funds. This will reduce costs to consumers by 
eliminating the need for mutual fimds to take the time and expense to register and 
coinply wiSi the rules and regulations imposed by the securities laws of each of the 
50 States. 

This bill also protects consumers by creating a well-organized system of regulation 
for investment advisers. In the market currently, approximately 22,000 investment 
advisers manage $10.6 trillion in assets. Because of a shortage of resources, many 
of these advisers have operated with little or no State or Federal oversight of their 
activities. By providing additional funds to the SEC for enforcement and creating 
a clear division of responsibility for the regulation of investment advisers between 
the SEC and State regulators, S. 1815 will improve supervision and better protect 
investors. 

Finally, this bill promotes capital formation by eliminating the need for issuers 
of certain securities to register with the SEC. These changes will allow business de- 
velopment companies to invest greater amounts of capital in small, start-up firms. 

It is my hope that these changes will encourage greater investment in companies 
and technologies like those which have emerged from the national labs in my home 
State. Start-up, high-tech companies create jobs and allow us to compete in a grow- 
ing global economy, and I hope that this new law will assist in the creation of the 
next Intel or Microsoft. 
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Mr. Chairman, there is one issue of concern to me which this bill does not ad- 
dress: Relief for broker-dealers regarding their ability to obtain bank financing for 
their activities. Current law is outdated and unnecessarily restricts the types of bor- 
rowing transactions broker-dealers may utilize. This restriction hinders ttieir ability 
to compete in the domestic and international markets. 

The House bill takes reasonable steps to address this issue, and it is my hope that 
the conferees will adopt the House provisions to give broker-dealers greater flexibil- 
ity to finance their activities. 

Mr. Chairman, I thank you, Senator Gramm, and your Democratic cosponsors on 
the other side of the aisle for moving this important bill forward so quickly. 

Late last year, we passed a more controversial bill to reduce the nimiber of frivo- 
lous class action lawsuits flled under our Federal securities laws. I view this bill 
as the next (and clearly less controversial) step toward ensiiring that our capital 
markets will remain the most vibrant in the world. 

I understand that support for this legislation is virtually universal and I support 
its passage out of the Committee today. 
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EXECUTIVE SUMMARY 

The Commission welcomes the introduction of S. 1815, which adds momentum to 
similar securities legislation currently under consideration in the House of Rep- 
resentatives. Over the last decade, the U.S. securities markets have dramatically 
increased in size. In addition, about 160 million Americans today — over half the 
population — own stocks, either directly or through savings or retirement plans that 
mvest in stocks. The growth and transformation of the ILS. securities markets chal- 
lenge the Commission and Congress to rethink the way that we regulate. 

The Commission is committed to supporting re^atory change in ways that main- 
tain and improve the protection of investors, and facilitate the formation of capital 
by U.S. businesses. S. 1815 builds on initiatives the Commission has imdertaken in 
recent years to: (1) simplify and improve disclosure requirements; (2) promote cap- 
ital formation; (3) streamline and coordinate regulatory efforts; and (4) promote the 
international competitiveness of the U.S. securities markets. 

S. 1815 would help to modernize the securities laws through provisions that 
clarify the responsibihties shared by Federal and State regulators, and through sig- 
nificant amendments to the Investment Company Act of 1940, the primary statute 
governing mutual funds. The Commission supports the thrust of these amendments, 
and recommends additional provisions and modifications that would enhance its 
ability to regulate the securities markete. 

Allocation of Responsibility Between Federal and State Regulators. S. 1815 would 
more clearly define the roles of Federal and Stete securities regulators, a goal that 
would have seemed revolutionary only a year ago. In doing so, the bill recognizes 
the key role that Stete regulators play in prosecuting securities fraud and educating 
investors. At the same tune, however, the bill does not address issues — ^namely, 
certein securities re^stration and broker-dealer provisions — ^that the Commission 
believes would be helpful to address in the context of Federal-Stete securities regu- 
lation. The Commission supports the addition of such provisions, which the attached 
testimony describes in greater deteil. 

Investment Company Act Amendments. The bill would also help to modernize the 
Investment Company Act, a law that has not been significantly revised for over 25 
years. The Commission has previously supported many of the changes proposed in 
S. 1815, which include provisions on fund advertising, deceptive fluid names, and 
investment pools for sopnisticated investors. In addition, the Commission urges that 
Congress adopt additional amendmente to the Investment Company Act to augment 
the Commission's authority concerning recordkeeping and inspections, in order to 
improve the Commission's oversight of the investment company industry. 

The Commission hopes that tne introduction of S. 1815 will serve to continue 
the dialogue that has begun on the significant issues raised by this bill and by 
H.R. 3005, its counterpart in the House of Representetives, and that these efforts 
will culminate in the passage of legislation in this Congress. The Commission stands 
ready to assist in these eftorte and to participate in the process of crafting legisla- 
tion that all may support. 

SUMMARY OF COMMISSION RECOMMENDATIONS ON S. 1815 

I. Title I — Investment Advisers Integrity Act 

Section 102— Funding for Enhanced Enforcement Priority. Section 102 
authorizes an appropriation of $16 million for the enforcement of the Investment 
Advisers Act for eacn of fiscal years 1997 and 1998. The Commission opposes this 
provision. 

Section 103— Improved Supervision Through State and Federal Coopera- 
tion. Section 103 calls for Stetes to assiune a primary role with respect to invest- 
ment advisers that are small businesses. The Commission supports this provision. 

Section 104— InteIistate Cooperation. Section 104 would limit Stete regulators 
to enforcing ( 1) books and records and (2) financial responsibility laws of the "home" 
Stete of the investment adviser to ensiu^ uniformity. The Commission recommends 
that the Committee consult with the States regarding this provision. 

Section 105 — ^Disqualification of Convicted felons. Section 105 would allow 
the Commission to deny or withdraw the registration of any person as an invest- 
ment adviser who has been convicted of a felony, and the registration of any adviser 
with whom such person is associated. The Commission supports this provision. 

II. Title II— Facilitating Investment in Mutual Funds 

Section 202 — Funds of Funds. Section 202 would amend the Investment Com- 
pany Act to address two types of arrangements that involve investmente by a 
registered investment company in another registered investment company. The 
Commission supports this provision. 
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Section 203— Flexible Registration of Securities. Section 203 would amend 
he Investment Company Act to implement a new system under which mutual funds 
ind certain other types of investment companies would pay registration fees imder 
Jie Securities Act. The Commission supports this provision, with one reservation re- 
garding its effective date. 

Section 204— Facilitating the Use of Current Information in Advertising. 
Section 204 would expressly authorize the Commission to permit investment compa- 
lies to use a new type of "advertising** prospectus for purposes of the Securities Act. 
The Commission supports this provision. 

Section 205— Variable Insurance Contracts. Section 205 would amend the 
Investment Company Act, as it relates to the regulation of variable insurance con- 
tracts, in order to provide for different treatment between such contracts and peri- 
xlic payment plans. The Commission supports this provision. 

Section 206— Prohibition on Deceptive Investment Company Names. Section 
206 would amend the Investment Company Act to grant the Commission rule- 
naking authority to define investment company names, or the title of the securities 
iiey issue, as materially deceptive or misleading. The Commission supports this 
provision. 

Section 207— Excepted Investment Companies. Section 207 would amend the 
Investment Company Act by creating a new exception firom the Acfs regulation for 
investment funds designed for financially sophisticated '"qualified** investors. The 
"Commission generally supports this provision, with certain reservations. 

Section 20&— Performance Fee Exemptions. Section 208 would amend the 
Investment Advisers Act to except investment advisory contracts with qualified 
purchaser pools from the Act's prohibition on performance fees, and authorize the 
Commission to exempt from that prohibition investment advisory contracts with so- 
phisticated clients and clients that are not U.S. residents. The Commission supports 
\hese provisions. 

HL Title ni— Reducing the Cost of Saving and Investment 

Section 301— Exemption for Economic, Business, and Industrial Develop- 
ment Companies. Section 301 would create an exemption under the Investment 
Company Act for a company whose activities are limited to the promotion of eco- 
nomic, business, or industrial development of enterprises doing business in tiie 
State in which the company is organized. The Commission supports this provision. 

Section 302— Intrastate Closed-end Investment Company Exemption. Sec- 
don 302 would expand the Commission's authority to exempt fix)m Investment Com- 
;>any Act regulation closed-end funds that publicly ofier theu* securities solely within 
I particular Stote, by increasing the aggregate offering amount of secvuities that 
xmld be offered by these companies from $100,000 to $10,000,000. The Commission 
mpports this provision. 

Sections 303-307— Business Development Companies. Sections 303 through 
307 would amend certain portions of the Investment Company Act that pertain to 
t>usiness development companies. These amendments would provide business devel- 
opment companies with more flexibility in a nimiber of respects. The Commission 
generally supports these provisions, with certain reservations. 

Section 308— Facilitating National Securities Markets. Section 308 contoins 
proposed amendments to the Federal securities laws that would preempt in specific 
:ircumstences Stote requirements with respect to securities registration. The Com- 
mission supports these securities registration preemption provisions, with one request 
for clarification and various technical comments. 

Section 309— Exemptive Authority. Section 309 would amend the Securities 
Act and the Exchange Act to provide the Commission with a grant of general ex- 
emptive authority under those Acte. The Commission supports these provisions. 

Section 310— Analysis of Economic Effects of Regulation. Section 310 
would authorize appropriations of $6 million for each of fiscal years 1997 and 1998 
for the Commission's Economic Analysis Program. It would also require the Chief 
Economist of the Commission to prepare a report on each rule proposed by the Com- 
mission. The Commission opposes this provision. 

Section 311— Privatization of EDGAR. Section 311 would direct the Commis- 
sion to submit a report to Con^ss within 180 days concerning Commission plans 
for promoting competition and innovation of the EDGAR system through privatiza- 
tion of all or any part of the system. The Commission supports this provision, with 
minor amendments. 

Section 312— Improving Coordination of Supervision. Section 312 would re- 
ouire the Commission and the SRO's for broker-dealers to eliminate unnecessary 
duplication in the examination process. The Commission supports this provision. 
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Section 313— Increased Access to Foreign Business Information. Section 
313 would address the status of offshore press conferences and related materials 
under the Securities Act and the Exchange Act. The Commission supports the pur- 
poses of these provisions, but believes they should be addressed through Commission 
rulemaking. 

Section 314— Short-form Registration. Section 314 would require the Commis- 
sion to amend the eligibility criteria for short-form securities registration. The Com- 
mission supports the concept of allowing non- voting common stock to be included in 
determining short-form registration eligibility, but believes this should be addressed 
through Commission rulemaking. 

Section 315— Church Employee Pension Plans. Section 315 would exempt 
from most Federal securities regulation church employee pension plans meeting the 
standards described in section 414(e) of the Internal Revenue Code of 1986. The 
Commission generally supports the exemption for church plans and their related per- 
sons, but has certain reservations. 

Section 316— Promoting Global Preeminence of American Securities Mar- 
kets. Section 316 expresses the sense of Congress concerning the importance of es- 
tablishing a comprehensive set of generally accepted international accounting stand- 
ards that could be used in such onerings. The Commission agrees with the sense of 
Congress on this point and is prepared to submit the specified progress rep(^. 

TESTIMONY 

Chairman D*Amato and Members of the Committee, I appreciate this opportunity 
to testify on behalf of the Securities and Exchange Commission ^Commission" or 
"SEC") regarding S. 1815, the "Securities Investment Promotion Act of 1996." 

Let me begin by congratulating Chairmen D'Amato and Gramm for introducing 
S. 1815, as well as the other cosponsors of the biU, Senators Dodd, Biyan, ana 
Moseley-Braim. S. 1815 contains significant provisions that would more dearly de- 
fine the partnership of shared responsibilities between Federal and State securities 
regulators. Onlv a year ago, these changes would have been viewed as revolution- 
ary. The transtormation of the debate is a testament to the broad, bipartisan sup- 
port for dramatic legislative changes in this Congress that would benefit investors, 
mdustry, and Government alike. The bill would suso help to modernize the 56-year- 
old Investment Company Act, a law that has not been substantially changed since 
1970, in ways that the Commission has supported in the past. 

S. 1815 adds momentum to similar legislation currency under consideration in 
the House of Representatives. Although the Commission has endorsed H.R. 3005 
and can support many of the parallel provisions contained in S. 1815, there are a 
few provisions in this bill that the Commission would prefer be omitted. At the same 
time, S. 1815 contains additional provisions that would enhance the effectiveness of 
H.R. 3005 if they were added to that bill. The Commission hopes that the introduc- 
tion of S. 1815 will serve to continue the important dialogue that has begun on the 
significant issues raised by these bills, and that these efforts will culminate in the 
passage of legislation in this Congress. The SEC stands ready to assist in these ef- 
forts and to participate in the process of crafting legislation thiat we all may support. 

This statement discusses some of the more salient issues raised by S. 1815 within 
the context of recent developments in the securities industry and its regulation. An 
appendix attached to this statement analyzes the specific provisions of S. 1815 in 
detail and discusses the Commission's views on each of those provisions. 

I. Introduction 

The U.S. securities markets play a dual role in the American economy. First, se- 
curities markets provide investors a means to invest money for retirement, save 
monev for college education, and earn money by participating in the growth of U.S. 
and K)reign businesses. Today, about 160 million Americans — over half the popu- 
lation—own stocks, either directly or through savings or retirement plans that in- 
vest in stocks. Second, the money provided by investors gives businesses — both 
small and large — ^access to capital that is the lifeblood of corporate operations and 
expansion. Today, the U.S. securities markets serve the needs of almost 13,000 pub- 
lic companies,^ raising capital to support new industries, finance operations, create 
jobs, fund research and development, and support ^wth for the future. In 1995 
alone, some $900 billion worth of securities were sold in our markets. 

S. 1815 has been introduced in a period of phenomenal performance in the securi- 
ties markets. Between 1980 and 1995, for example, the value of public offerings (in- 
cluding debt and equity, but not investment company securities) increased more 
than ten-fold, from $58 billion to $768 billion. Between 1990 and 1995, the dollar 
volume of equities traded on U.S. securities exchanges and NASDAQ grew 182 per- 
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i^nt, with over $5.94 trillion traded in 1995. Volume continues to explode. De- 
:ember 15, 1995 was the heaviest trading day in the history of the New York Stock 
Exchange, with over 636 million shares trading hands. Last month, the Dow Jones 
[ndustrial Average, viewed in its 100 years by many around the world as the pri- 
mary barometer of the stock market, reached record highs. On NASDAQ, record 
iaily volume was set on May 7, 1996, exceeding 806 million shares. Over the last 
few months, the share voliune on all U.S. markets combined has generally exceeded 
sne billion shares each day. 

Dramatic growth also has occurred in the mutual fund and investment adviser 
sectors of the securities industry. In 1970, investors could choose from among 361 
mutual funds. Today, over 5,500 mutual funds (almost twice the niunber of stocks 
trading on the New York and American Stock Exchanges) and over 500 closed-end 
funds are available to investors. Mutual funds, which in 1970 held approximately 
M8 billion in assets, now hold over $3 trillion in assets. Similarly, the niunber of 
investment advisers registered with the Commission has swelled to 22,500. The as- 
sets they manage have also increased: Since 1980, assets managed by registered in- 
vestment advisers (excluding assets of registered investment companies) have risen 
&om $205 billion to almost $8 trillion, an increase of over 3,600 percent. 

The dramatic growth and transformation of the U.S. seouities markets present 
new chaUenges for regulators and Congress. Today the U.S. securities markets are 
Mddely regarded as the deepest, most liquid, and fairest markets in the world. But 
iust as the need to constantly update, revise, and innovate products and services 
in order to remain competitive is the driving force behind American enterprise, the 
:rucial task for Federal and State regulators is to revise and rethink the way that 
we as regulators do business — so that U.S. businesses may maintain their competi- 
tive edge in a changing world economy. Businesses compete best in an arena wnere 
the rules promote honesty, intelligence, and hard work, and tiie secimties markets 
ure no exception. Accordingly, investor protection and market integrity need to be 
the touchstones in this important effort to effect dramatic, meaningful changes in 
securities regulations, an effort that S. 1815, the Securities Investment Promotion 
\ct of 1996, admirably undertakes to accomplish. 

[L Recent Commission Achievements and Ongoing Initiatives: 
Selected HigUights 

The provisions of S. 1815 build on initiatives the Commission has undertaken in 
:he recent past. Over the past 2 years, the Commission has attempted to design new 
neans to promote the efnciency and fairness of the U.S. securities markets, with 
ninimal regulatory burden. A sampling of these initiatives includes the following: 

Simplification and Improvement of Disclosure Requirements 

• The SEC has worked with the investment company industrv and State securi- 
ties regulators to develop a "fund profile," a standardized, short-form summary 
of a fund's fuU nrospectus. The profile is designed to be more understandable 
to investors, ana initial investor reaction has been very positive. In a related 
area, a similar profile pro-am for variable annuities was announced yesterday. 

• Last July, the Commission proposed improved disclosure requirements for 
money market funds to simplity money market fund prospectuses, making them 
less costly to prepare and more understandable to investors. 

• In the area of derivatives, the Commission late last year proposed rule amend- 
ments that are designed to help investors assess the market risks of derivatives 
investments by pubBc companies. 

• The Commission is facilitating public access to corporate filings on the Commis- 
sion's Electronic Data Gathering, Analysis, and Ketrieval ("EDGAR") system, 
and reevaluating and updating EDGAR to take advantage of new technology. 
The Commission has also approved the issuance of two interpretive releases 
designed to encourage issuers to use electronic media to provide prospectuses 
and other disclosure documents to investors, and to allow broker-dealers, invest- 
ment advisers, and transfer agents to deliver information to their customers 
and clients. 

Promotion of Capital Formation 

• In March 1996, an internal Commission Task Force on Disclosure Simplification 
released a report proposing revisions to modernize and streamline the regu- 
latory framework that governs corporate finance and accounting. The report rec- 
ommends the elimination of 81 rules and 22 forms and schedules, as well as 
the modification of dozens of other rules, forms, and schedules, related to cor- 
porate finance. The Commission has acted on many of the proposals already and 
eiq>ects to take further action soon. 
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• The Advisonr Committee on the Capital Formation and Regulatory Processes, 
headed by Commissioner Steven Wallman, is expected shortly to recommend 
further reforms of the registration and disclosure process — ^perhaps including a 
shift from a securities registration system to a company registration system. 

Streamlining and Coordination of Regulatory Efforts 

• The SEC has eliminated the need for prior review of certain rule filings by self- 
regulatory organizations ("SRO's**) sucn as the NASD and securities exchanges. 

• The Commission has reallocated existing resources to establish a new Office of 
Compliance Inspections and Examinations to conduct and coordinate examina- 
tions of brokers, dealers, securities exchanges, investment companies and advis- 
ers, and transfer agents. 

• The Commission has entered into a memorandiun of understanding with State 
securities regulators and SRO's to share information, coordinate examinations, 
create a computerized tracking system, and hold regular planning summits. 

Promotion of the International Competitiveness cfU.S. Securities Markets 

• The Commission has streamlined the registration, reporting, and reconciliation 
requirements for foreign companies. 

• The SEC has permitted, in cross-border offerings, the use of certain inter- 
national accounting standards in portions of financial statements filed with the 
Commission. 

• The Commission has actively supported, through the International Organization 
of Securities Commissions ("lOSuO"), the efforts of the International Account- 
ing Standards Committee to develop high quality, comprehensive international 
accounting standards. 

These initiatives are but a sample of the Commission's efforts to reduce regulatory 
biuxiens. At the same time, the Commission is aware that as an administrative 
agency, it must operate within the boundaries set by the securities laws. Accord- 
ingly, it welcomes efforts, such as those contained in S. 1815, that would provide 
the SEC with the tools to respond more flexibly to a changing market environment. 
It is in this context that the Commission turns, below, to a discussion of some of 
the most salient issues raised by S. 1815. 

in. Significant Issues Raised by S. 1815 

A. Rethinking the Federal-State Regulatory Partnership 
Overview 

Several provisions of S. 1815 would amend the Federal securities laws to preempt 
State requirements in the areas of investment adviser regulation and the registra- 
tion of specified securities offerings, including offerings by investment companies 
and offerings of nationally listed securities. The bill does not, however, preempt 
State regulation in the broker-dealer area. 

The current system of dual Federal-State regulation is not the system that Con- 
gress—or the Commission — would create today if we were designing a new svstem. 
While securities markets today are global, issuers and securities nrms still must 
register many securities offerings in 52 separate jurisdictions; satisfy a multitude 
of separate books and records requirements; and bear the substantial costs of com- 
pliance with the overlapping requirements. The current scheme of Federal-State 
regulation is particularly onerous for investment companies, which are extensively 
regulated by the Commission, and whose business is fundamentally national in 
nature. 

At the same time, however, Stete securities authorities play an essential role in 
the regulation of the U.S. securities industry. Stete regulators are often the front 
line of defense against developing problems; they are the "local cops" on the beat 
who can quickly detect and respond to violations of law. Further, the Stetes have 
been aggressive in seeking to publicize instences of possible fraud and abuse as a 
means of better educating investors. 

It appears that an appropriate balance can be atteined in the Federal-Stete arena 
that better allocates responsibilities, reduces compliance costs, and facilitetes capital 
formation, while continuing to provide for the protection of investors. The biU*s ap- 
proach to the division of responsibilities in the investment adviser and investment 
company areas exemplifies such a balance. 

Additional Amendments Suggested for S. 1815 

The Commission has endorsed H.R. 3005, which would preempt Stete law require- 
mente, particularly in the areas of securities registration and broker-dealer regula- 
tion, that are not preempted in S. 1815. These other provisions also achieve the 
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goals of regulatory simplification and protecting investors. While S. 1815 takes im- 

e»rtant steps in the right direction, a combination of the approaches in S. 1815 and 
.R. 3005 would provide a more comprehensive rationalization of our Federal-State 
system. 

Securities Registration. S. 1815 includes significant securities preemption provi- 
sions with respect to investment companies, and would codify existing State law ex- 
emptions for issuers whose securities are "nationally traded/* that is, listed on the 
New York Stock Exchange, American Stock Exchange, or on the NASDAQ National 
Market System. However, other securities preemption provisions could be included 
that would enhance the utility of the securities preemption provisions without sac- 
rificing investor protection. For example, H.R. 3005 provides relief for smaller busi- 
nesses that are not "nationally tradea" by preempting federally registered offerings 
by companies that have 2 years of audited financial statements and at least $10 mil- 
lion in assets. 

H.R. 3005 also provides helpful simplification by preempting State regulation of 
secondary market trading transactions, and of certain exempted securities (such as 
commercial paper) and municipal securities (except in the State where issued). Most 
of these transactions already are exempt in the States through differing formula- 
tions; codification of the exemptions could reduce "blue sky^ expenses considerably. 

The Commission supports tnese provisions and believes it would be worthwhile 
for the Committee to consider eacn of these provisions as possible additions to 
S. 1815. 

Broker-Dealers. S. 1815 would not preempt State involvement in broker-dealer 
regulation. The Commission has supported a number of limited provisions in this 
area contained in H.R. 3005, which are worthy of the Committee's consideration. 

As a general matter, the Commission recognizes that State regulators have a com- 

gelling interest in determining who may do business within their borders, and in 
ow such business is conducted. The Commission also recognizes, however, that 
businesses trying to compete in today's changing financial world are hindered by the 
potentially confhcting requirements of 52 jurisoictions, and that, for this reason, se- 
curities firms have a compelling interest in a centralized and predictable regulatory 
system. 

Balancing these two concerns, the Commission believes that States should con- 
tinue to license broker-dealers that do business within their respective jurisdictions, 
and to receive fees for licensing such broker-dealers. States already have begun to 
create greater uniformity by developing a central registration depository system 
for broker-dealer registration. The Cfommission also believes, however, that States 
should not impose books and records and capital requirements that exceed applica- 
ble SEC and SRO standards. H.R. 3005 would preempt State laws that impose 
books and records requirements, as well as financial responsibihty and reporting 
requirements, that are inconsistent with or that exceed requirements established 
under the Exchange Act. The Commission supports State preemption in this area. 
Broker-Dealer Margin. In a related area, S. 1815 does not include amendments 
that appear in H.R. 3005 concerning margin requirements for broker-dealers. The 
Commission and representatives from the securities industry recommended these 

grovisions, which would remove legislative restrictions on the sources from which 
roker-dealers may obtain financing. These provisions also would exempt from 
the Federal Reserve Board's margin requirements tiie extension, maintenance, or 
arrangement of credit for a broker-dealer or a member of a national securities ex- 
change if (1) a substantial portion of the broker-dealer's or exchange member's busi- 
ness consists of transactions with persons other than broker-dealers or (2) such 
credit is used to finance the broker-dealer's or exchange member's securities activi- 
ties as a market maker or underwriter. The Commission supports these margin 
changes. 

B. Issues Raised by Amendments to the Investment Company Act 
Overview 

A substantial portion of S. 1815 would effect important changes to the Investment 
Company Act ox 1940, the primary statute that governs mutual funds and other 
pooled investment vehicles. Many of these changes were proposed in the Commis- 
sion staff study on the Investment Company Act.^ These changes in the Investment 
Company Act are proposed at an appropriate time— over a quarter of a century has 
passed since the Act was last significantly revised by the Congress. The changes in 
the investment company industry since 1970 have been dramatic. Nearly one-third 
of all U.S. households own investment company shares, a fact that attests to the 
enormous significance of the industry to our country's economy and its citizens. The 
trust in investment companies is based in no small part on the strong framework 
for investment company regulation provided by the Investment Company Act, a law 
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which the fund industry's leading trade association has termed "a model of effective 
legislation."^ 

S. 1815 would improve, and help bring into the 21st century, many aspects of in- 
vestment company operation and regulation. The bill would accomplish the following 
objectives: 

• Allow the Commission to make its advertising rules more flexible; 

• Authorize the Commission to adopt rules to address deceptive and misleading 
fund names; 

• Make more flexible the Investment Company Act's nrovisions concerning ''funds 
of funds" and certain types of insurance products that are regulated as invest^ 
ment companies; 

• Improve uie S3rstem imder which mutual funds pay their registration fees under 
the Securities Act; 

• Simplify the existing exception from Investment Company Act regulation for 
"private" investment companies with no more than 100 mvestors* 

• Create a new exception for investment pools whose only shareholders are highly 
sophisticated investors; and 

• Create greater flexibility for investment companies that invest primarily in 
small businesses. 

Additional Amendments Suggested for S. 1815 

While the Commission supports the changes proposed in S. 1815, the Commission 
also believes that further changes to the Investment Company Act are needed in 
order to improve the Commission's oversight of the investment company industry. 
H.R. 3005 contains additional amendments to the Investment Company Act that 
would provide the Commission the tools it needs to function effectively in todays 
complex market environment. The Commission ui;^es that these provisions — ^which 
include increased authority with respect to recordkeeping, inspections, and share- 
holder reports — ^be included in S. 1815.** 

Recordkeeping and Inspections. The fund industry and the Commission agree that 
the success of the investment company industry depends greatly on public trust, and 
also aeree that public trust is furthered by an effective Commission inspections pro- 
gram.^ The continued success of this program depends on the Commission's access 
to all dociunents needed to determine whether funds are meeting regulatory require- 
ments. The Commission's existing statutory basis for fund recor&eeping and in- 
spections, however, is relatively narrow. The Investment Company Act currently 
permits tiie Commission to inspect records that funds are reqiured to maintain by 
Commission rule.^ The Act, in turn, limits the Commission's rulemaking authorihr 
to records that relate to the fund's financial statements. "^ Although most funds vol- 
imtarily provide all materials that the Commission steff requests, voluntarism is no 
basis for effective oversight. 

H.R. 3005 conteins provisions that would enable the Commission to specify, by 
rule, the information that must be reflected in investment company records.® This 
approach would strengthen the inspections program and elevate it to the standards 
that currently apply to inspections of broker-dealers and investment advisers.® The 
Commission coula use this rulemaking authority to facilitete examinations of fund 
transactions that present novel investor protection issues. For example, the use of 
derivative investments, which often involves complex strategies, can only be under- 
stood by reviewing records unrelated to the financial stetements. A complementary 
provision would clarify the Commission's authority to receive more frequent reports 
about material events concerning an investment company (such as a change in con- 
trol). ^° This provision would enable the Commission, upon learning of such events, 
to take appropriate action, if necessary, to protect and preserve fund assets. 

Shareholder Reports. Finally, H.R. 3005 would broaden the Commission's author- 
ity to prescribe the content of semi-annual reports to fund shareholders.^^ With this 
augmented authority, the Commission would be able to require that such reports 
contain certein important information, such as a fund's investment activities under- 
lying its recent performance results. ^^ This information may also help reduce the 
len^ and complexity of fund prospectuses. The Commission supports this en- 
hanced authority. 

Collectively, these provisions could significantly improve investment company reg- 
ulation. They are particularly importent to the Commission's ability, in the face of 
limited resources, to oversee a growing industry. In addition, these provisions reflect 
tiie Commission's sensitivity to imposing imnecessary burdens on investment com- 
panies, as well as its recognition that investment company internal compliance pro- 
grams can operate most effectively in an atmosphere that promotes candor. These 
provisions would complement the other Investment Company Act amendments of 
S. 1815 discussed in the atteched appendix. 
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IV. Conclusion 

The Commission is pleased that S. 1815 continues the dialogue to develop securi- 
ties legislation that would update and modernize the laws that govern this Nation's 
vibrant securities industry. The Commission takes very seriously the directive to 
"reinvent" Government, and it has already begun to take important steps to reduce 
bureaucracy, streamline regulatory requirements, and eliminate regulatory burdens. 

The Commission strongly supports the thrust of S. 1815 and its counterpart bill 
in the House of Representatives, H.R. 3005. The Commission also appreciates the 
provisions of S. 1815 that break new ground in improving securities relation. As 
this Congi^ess draws to a close, it is constructive to focus efforts on acnieving leg- 
islation mis session that largely achieves results we all identify as important. The 
Commission is enthusiastic alx>ut working with the Committee, as well as other in- 
terested parties, on tiie many significant issues raised by these bills. Our success 
will be measiured by the efforts we share to enhance capital formation, while pre- 
serving the investor protections that are so crucial to our hnancial markets. 
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nications and Finance of the House Comm, on Energy and Commerce, 103d 
Cong., 1st Sess. 99-100 (July 22, 1993) (statement of Matthew P. Fink, Presi- 
dent, Investment Company Institute). 

6. Investment Company Act section 31(b), 15 U.S.C. §80a-30(b). 

7. Investment Company Act section 31(a), 15 U.S.C. §80a-30(a); Investment Com- 
pany Act rule 31a-l, 17 CFR §270.3 la-1. 

8. Section 207 of H.R. 3005 (amending Investment Company Act section 31(a), 15 
U.S.C. § 80a-30(a), to require investment companies to keep such records as the 
Commission may prescrioe as necessary or appropriate in the public interest or 
for the protection of investors). H.R. 3005 also would amend section 31(b) of the 
Investment Company Act to allow examiners to obtain copies of fund records 
without seeking a formal order. 

9. See Securities Exchange Act sections 17(a) and (b), 15 U.S.C. §§78q(aHb) 
(requiring broker-dealers to produce such records as the Commission may pre- 
scribe by rule); Investment Advisers Act section 204, 15 U.S.C. § 80b-4 (impos- 
ing a similar reouirement on investment advisers). 

XO. Section 206 of H.R. 3005 (amending Investment Company Act section 3(Kb), 15 
U.S.C. §80a-29(b)). 

X 1. Section 206 of H.R. 3005 (amending Investment Company Act section 30(d), 15 
U.S.C. §80a-29(d), which currently limits the Commission's authority to pre- 
scribing tiie content of financial statements contained in annual reports). 

X2. Such rulemaking would be particularly beneficial for the shareholders of closed- 
end funds who, unlike their mutual fund counterparts, receive updates on fund 
activities only in the form of annual reports. 

APPENDIX— SEC ANALYSIS AND RECOMMENDATIONS ON S. 1815 

^. Title I — Investment Advisers Integrity Act 

-A. Section 102— Funding for Enhanced Enforcement Priority 

Section 102 authorizes an appropriation of $16 million for the enforcement of the 
Investment Advisers Act of 1940 ("Investment Advisers Act**) for each of fiscal years 
X997 and 1998. 

Commission Recommendation. The Commission opposes this provision. 
The Commission strongly supports full and adequate funding for its investment 
adviser regulatory program, and has testified strongly in favor of increased funding 
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for this program.^ However, the Commission believes that the amount specified in 
this provision for enforcement of the Investment Advisers Act appears to be based 
on a set of assimiptions that may not exist if S. 1815 is passed (and the States as- 
sume the responsibility for the bulk of the adviser population). Moreover, as a gen- 
eral matter, the Commission believes that funding for its adviser program needs to 
be viewed and examined in the context of all the Commission's programs — ^particu- 
larly at a time when the Commission's responsibilities to the rapidly-expanding se- 
curities markets are increasing, and overall governmental resources are decreasing. 

The SEC is a small agency with an extremely large mission — overseeing the fast- 
moving U.S. capital markets, worth trillions of dollars, that fuel the U.S. economy. 
The Commission does so with modest staff and limited resources, operating in part- 
nership with the private sector self-regulatory organizations ("SRO's"), raQier than 
through pervasive regulation. In recent years, recognizing the need for fiscal re- 
straint throughout Government, the agency has kept its budget essentiaUy "flat," 
while the industry and the investing population have grown dramatically. 'The Com- 
mission is willing to continue to take on that challenge, but the Commission needs 
stability in our overall funding and flexibility in allocating our overall resources to 
meet that goal. 

Thus, the Commission would strongly support reauthorization for the agency for 
all of its programs. Toward that end, the Commission has supported H.R. 2972, 
which reauthorizes the Commission for fiscal year 1997 for a total amount of $317 
million. That bill also contains provisions designed to stabilize the Commission's 
fees and funding structure — which have been tne subject of controversy in recent 
years. We understand that the related issues of the Commission's fees and funding 
structiu*e continue to raise questions. However, in the absence of a more comprehen- 
sive approach to SEC funding, the Commission does not support dealing witii reau- 
thorizing its programs in a piecemeal manner. 

B. Section 103 — Improved Supervision Through State and Federal 
Cooperation 
Section 103 of S. 1815 calls for States to assume a primary role with respect to 
those advisers that are small businesses. ^ Larger advisers — those with over $25 mil- 
lion under management — would remain registered with the Commission and would 
be relieved from State registration and regulation. The Commission would continue 
to regulate smaller advisers that are based in the few States that do not regulate 
investment advisers and could continue to bring anti-fraud actions against invest- 
ment advisers that are registered with the States. 

Commission Recommendation. The Commission supports this provision. 

Today, there are approximately 22,500 investment advisers registered with the 
Commission. The ranks of registered investment advisers have increased by over 
500 percent since 1980, far outstripping the growth in the Commission's examina- 
tion resources. As a result, smaller investment advisers are now examined, on aver- 
age, once every 44 years — ^which means that they are not inspected at all. 

There is clearly room — ^and a pressing need — for States to play an important role 
with respect to the regulation of small investment advisers. The Commission sup- 
ports the approach taken in S. 1815, a system of jurisdiction sharing, under which 
State regulators would assume primary responsibility for examining small advisers 
that are primarily local businesses. Larger advisers, with national businesses, would 
remain registered with the Commission and would be relieved from State registra- 
tion and regulation. 

The Commission supports S. 1815's innovative approach to one of our major con- 
cerns — assuring adeauate oversight of the growing investment adviser and financial 
planner professions.^ Today, many advisers hold themselves out to the public as 
"Registered with the SEC," a phrase likely to invoke the image of respectability and 
of Commission oversight. In light of the existing practical realities of inspections, 
confidence placed in an adviser based solely on registration with the Commission 
is misplaced. 

The approach taken in S. 1815 recognizes the limited resources of the Commission 
and the States and that those resources can best be utilized to protect clients of in- 
vestment advisers if overlapping regulatory responsibilities are eliminated. Based 
upon data filed with the Commission, States would assume primary responsibility 
for over 16,000 investment advisers (or almost 72 percent of Commission reg- 
istrants). We estimate that the approximately 6,300 investment advisers that would 
remain under Commission supervision manage approximately 95 percent of the al- 
most $8 trillion currently overseen by investment advisers."* Thus, under S. 1815's 
approach, the Commission could concentrate its resources on those advisers that 
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typically have national businesses that can have significant effects on the Nation's 
capital markets. 

Section 103 would preempt State regulation (except the enforcement of anti-fraud 
laws) with respect to Commission-registered advisers as well as advisers that are 
specifically excepted from the definition of investment adviser. The section would 
also preempt State regulation of persons who are employed by Commission-reg- 
istered advisers, i.e., persons associated with investment advisers. The effect of this 
provision is that these persons will not be subject to State testing and competency 
requirements. This raises the question whether Federal standards for competency 
ought to be established. We intend to study this issue and will report back to you 
on our conclusions. 

Section 103 also contains a provision allowing the Commission to grant exemp- 
tions from the prohibition against registration with the Commission.*^ Tnis authority 
could be an important source of flexibility, permitting advisers that have national 
businesses, but that do not have $25 million under management, to nonetheless reg- 
ister with the Commission (and not with the States). Tnis authority would enable 
the Commission, for example, to address circumstances in which an adviser tempo- 
rarily does not have $25 million under management. In this case, it would be bur- 
densome for the adviser to register with the States only to de-register a short time 
later and re-register with the Commission. In addition, the Commission could use 
the authority to smooth the transition process after the passage of S. 1815 (for ex- 
ample, by allowing advisers in a particular State, at the request of that State, to 
remain registered with the Commission while that State upgrades its adviser reg- 
istration laws). 

FinaUy, section 103 would facilitate the creation of a national filing repository for 
investment adviser registrations.^ Even under the re»^atory scheme contemplated 
by S. 1815, many advisers would continue to make mings with the States as well 
as with the Commission. Advisers and regulators could realize substantial effi- 
ciencies in a one-stop filing system. A similar system is operated by the National 
Association of Securities Dealers, Inc. for registered representatives of broker-deal- 
ers and has been very successful in reducing paperwork for the industry and the 
regulators. 

C. Section 104 — Interstate Cooperation 

Section 104 would limit States to enforcing (1) books and records and (2) finan- 
cial responsibility laws of the "home" State of the investment adviser to ensure 
uniformity. 

Commission Recommendation. The Commission recommends that the Com- 
mittee consult with the States regarding this provision. 

Although this provision does not involve the Commission directly, we do note that 
limitations on State recordkeeping might impair efforts by some States to regulate 
within their borders. For example, the "home" State may not require the adviser to 
keep records of its employees by location. Therefore, a particular State might not 
be able to get a list of employees doing business in that State from an adviser whose 
home State does not require that the adviser keep that information in that format. 
The Commission suggests that the Committee consult closely with the States re- 
garding any practicalissues raised by this provision.'' 

D. Section 105— Disqualification of Convicted Felons 

This provision would allow the Commission to deny or withdraw the registra- 
tion of any person convicted of a felony (or of any adviser associated with such a 
person).® 

Commission Recommendation. The Commission supports this provision. 

The Investment Advisers Act now identifies only specific crimes primarily involv- 
ing financial matters or theft. Thus, an embezzler could be barred from the advisory 
industry, but not a convicted murderer. In a few cases, the Commission has had 
some difficulty in keeping an obviously unfit felon from registering. This new au- 
thority would eliminate this problem. 

n. Title n— Facilitating Investment in Mutual Funds 

A Section 202— Funds of Funds 

Section 202 would amend section 12(d) of the Investment Company Act of 1940 
("Investment Company Act") to address two types of arrangements that involve in- 
vestments by a registered investment company in another re^stered investment 
company. Section 12(d) currently limits the extent to which one investment company 
("acquiring fiind") may invest in another investment company ("acquired fund"). Sec- 
tion 202 would exempt from this provision fund of funds arrangements that involve 
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funds that are part of the same "group" of investment companies. This section also 
would give the Commission additional exemptive authority to address new types of 
fund of funds arrangements. 

Section 202 also amends section 12(dXlKE), which addresses situations in which 
an acquiring fund invests all of its assets in a single acquired fund. The amendment 
would clarity the application of certain shareholder voting procedures specified in 
section 12(d)(1) to acquiring funds that are registered with the Commission. 

Commission Recommendation. The Commission supports this provision. 

In 1970, the Investment Company Act was amended to restrict fund of funds ar- 
rangements in response to concerns that arrangements of this sort prevalent at that 
time had resulted in excessive layering of fees and abuses of control arising from 
the concentration of voting power m the acquiring fund.® 

A new t)rpe of fund of funds, involving a fund that invests in other funds in the 
same group or "family" of funds, has been popular with investors recently. These 
arrangements appear to be attractive because tney offer investors a way to diversify 
their fund investments through a single, professionally managed portfolio. ^^ The 
Commission has recently granted individual exemptions from the Investment Com- 
pany Act's restrictions to several similar fUnd of funds arrangements, subject to con- 
ditions designed to address the concerns upon which the restrictions were premised 
(i.e., overly complex corporate structures and excessive distribution fees).^^ 

The Commission supports this amendment to section 12(d) of the Investment 
Company Act. S. 1815 would incorporate certain of the conditions in the Commis- 
sion's orders into a statutory exemption from section 12(dKl) and would enable fund 
of funds arrangements involving a group of investment companies to be offered 
without obtaining prior exemptive refief from the Commission." The provision also 
would give the Commission authority to adopt rules to fill any gaps in investor pro- 
tection or to address any abuses arising in connection with the new fund-of-fiinds 
exemption. In addition, the Commission would be able to use its authority under 
the Securities Act of 1933 ("Seciuities Act") to re<juire full disclosure of the acquir- 
ing fund's expense structure (for example, by requuing an acauiring fund to disclose 
in the prospectus fee table the cimiulative advisory fees paid by tide acquiring and 
acquired funds). 

S. 1815 also would give the Commission greater authority to exempt other types 
of fund of funds arrangements from the Investment Company Act's restrictions. The 
Commission, for example, could use this authority to issue a rule exempting ar- 
rangements that involve fimds that are not part of the same fund family or that 
otherwise do not fall within the new exemptive provision. 

The Commission also supports the amendment in S. 1815 addressing shareholder 
voting procedures for funds that rely on section 12(dXlKE). Section 12(dXlXE) is 
used m arrangements (such as "master-feeder" fund arrangements) designed to fa- 
cilitate the acquired fund's access to alternative distribution channels to sell its 
shares. In a master-feeder arrangement, one or more funds ("feeder" funds) invest 
solely in the shares of another fund ("master" fund). When a matter is submitted, 
generally by the master fund's directors, for approval by the master fund's share- 
holders, the Investment Company Act, in certain instances, requires feeder funds to 
seek voting instructions from their shareholders and vote accordingly ("pass-through 
voting"). ^^ This provision seeks to place control of matters that fundamentally affect 
the master fund's operations and investments in the hands of the feeder funds' 
shareholders.^^ 

Because the master-feeder voting provision initially was enacted to address con- 
cerns about imregistered foreign funds investing in and exercising control over U.S. 
funds, it applies only to unregistered feeder funds. ^^ S. 1815 would recognize that 
feeder funds' shareholders should have a voice in the fundamental decisions affect- 
ing the master fund in all cases. ^® 

B. Section 203 — Flexible Registration of Securities 

Section 203 of S. 1815 would amend section 24 of the Investment Company Act, 
which relates to the registration of investment company securities under the Securi- 
ties Act. The amendments would implement a new system under which mutual 
funds and certain other types of investment companies would pay registration fees 
under the Securities Act. A fund would be required to pay its regis&ation fees to 
the Commission within 90 days after the end of its fiscal year- based upon the net 
sales of the fund for that fiscal year. A fund that missed the filing deadline would 
be required to pay interest on the amount due, at the rate established by the Sec- 
retary of Treasury under the Debt Collection Act of 1982. 

Commission Recommendation. The Commission supports this provision, with 
one reservation regarding its effective date. 
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Mutual funds and certain other types of investment companies sell and redeem 
their shares on a continuous basis. Tne Commission has adopted rules that permit 
funds to offset (or "net") sales against redemptions for purposes of calculating the 
registration fees that must be paid on these snares under the Securities Act. While 
this approach can substantially reduce fees, the Investment Company Act contains 
provisions that require the Commission's rules to impose rather severe consequences 
if certain filing deadlines are not met. Failure to pay these fees within 60 days pre- 
cludes a fund's netting of sales against redemptions for purposes of fee calculations, 
resulting in significantly higher registration fees.^'' Failure to pay the fees within 
180 days could result in the fund's being deemed to have sold unregistered securi- 
ties.^® These penalties are not designed to protect the interests of fund shareholders; 
rather, they reflect a mismatch of the fee payment structure of the Securities Act 
and the reality of fiind operations. 

S. 1815 would implement a new, simpler system for the payment of registration 
fees. This system would insure that mutual funds would not be deemed to nave sold 
unregistered securities or lost the ability to net redemptions against sales simply 
because the registration fee was paid late. The provision requiring that interest be 
paid on late fiUngs should encourage timely filing and would compensate the U.S. 
Treasury for any delay in the receipt of revenues. 

The (jommission's one reservation concerning the provision relates to its effective 
date. The provision would become effective 180 days after the date of enactment of 
S. 1815. The Commission believes this would not be a sufficient amount of time for 
the Commission to review its rules and reprogram its systems to accommodate the 
changes. We request, therefore, that the effective date be extended to 1 year or upon 
such earlier date as the Commission may specify by rule. 

C. Section 204— Facilitating the Use of Current Information in Advertising 
Section 204 would add subsection (g) to section 24 of the Investment Company 

Act to expressly authorize the Commission to permit investment companies to use 
a new type of advertising" prospectus for purposes of section 5(bKl) of the Securi- 
ties Act. 

Commission Recommendation. The Commission supports this provision. 

Advertising is particularly importent to mutual funds because they continuously 
offer and sell their shares to the public. Like other public issuers of securities, funds 
are subject to the advertising requirements of the Securities Act. That regulatory 
scheme, however, has proved to be problematic when applied to fund advertising. 

Currently, funds may advertise performance data and other information, so long 
as the ^'substence of that information is contained in the fund's prospectus. As a 
result of the ''substance of requirement, funds often cannot advertise matters of in- 
vestor interest, such as policies that a fund will not hold particular instruments, 
such as derivatives, for example, or the effect of economic conditions on the fund's 
investment policies, since these matters may not have been addressed in the 
fund's prospectus and related statement of additional information.^^ Funds often at- 
tempt to avoid this result by cluttering their prospectuses (or related stetements of 
additional information) with information they may later want to include in adver- 
tisements. 

This provision of S. 1815 would improve fiind advertising by giving the Com- 
mission express authority to create a new investment company 'Advertising pro- 
spectus." 'The amendment would enable funds to use such a prospectus to show 
performance date and other information unrestricted by the ''substence of re- 
quirement. The advertising prospectus generally would be subject to the liability 
provisions of the Securities Act applicable to prospectuses.^^ This provision should 
nirther the Commission's efforts to develop shorter, more "investor-friendly" disclo- 
sure documente, since advertisements would no longer be tied to the contente of a 
fund's prospectus. The provision also mav increase the amount of information about 
funds that reaches investors, which should, in turn, benefit investors and funds. 

D. Section 205— Variable Insurance Contracts 

Section 205 would amend sections 26 and 27 of the Investment Company Act as 
they relate to the regulation of variable insurance contracts. These investment prod- 
ncte generally must meet the provisions of the Investment Company Act governing 
periodic payment plans.^^ S. 1815 would recognize that variable insurance contracte 
fundamentally differ from periodic payment plans and should not be treated identi- 
cally under the Investment Company Act. 

Commission Recommendation. The Commission supports this provision. 
Variable insurance contracts, developed well after the adoption of the Investment 
Company Act, have experienced exponential growth in recent years. The application 
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of the Investment Company Act's provisions governing periodic pavment plans to 
these products has been difficult, resulting in the regulatory equivalent of fitting a 
square peg into a round hole. 

With respect to variable insurance contracts, S. 1815 would replace the specific 
limits on tne amount, tvpe, and timing of charges that apply to periodic payment 
plans with more general prohibitions against excessive fees similar to those applied 
to mutual funds under the Investment Company Act.^ A^n-egate charges under 
variable insurance contracts would have to be "reasonabler^ S. 1815 also would 
give the Commission explicit rulemaking authority that could be used to address 
any potential abusive practices. 

E. Section 206— Prohibition on Deceptive Investment Company Names 
Section 206 would amend section 35(d) of the Investment Company Act to grant 

the Commission rulemaking authority to define investment company names or the 
title of the securities they issue as materially deceptive or misleaoing. 

Commission Recommendation. The Commission supports this provision. 

In selecting mutual funds, investors often focus on fund names as a way of deter- 
mining the mnd's investment objective and level of risk, often to their detriment 
Fund names, for example, that include the word ^'government," ''guaranteed," or "in- 
sured" may in some cases cause investors to conclude, incorrectly, that tlieir inv^- 
ments are guaranteed by State or Federal govemmented authorities. 

Although the Investment Company Act currently prohibits funds firom using mis- 
leading or deceptive names, the meansprovided in the Act for enforcing this provi- 
sion are antiquated and burdensome. The Act requires the Commission to fina, and 
declare by order, that a fund's name is deceptive or misleading, and then brin^ an 
action in Federal court to enioin the use of the name.^ This process is potentially 
cumbersome and rarely has been used by the Commission. S. 1815 would give the 
Commission a more enective and efficient means of handling this problem by au- 
thorizing the Commission to address these practices by rule.^ Such rulemaking 
would help achieve clarity in labeling that benefits investors and funds alike.^^ 

F. Section 207 — Excepted Investment Companies 

Section 207 would amend section 3(cXl) of the Investment Companv Act, which 
excepts from the Act's regulation investment funds that do not publicly offer their 
securities and have no more than 100 investors ("section 3(cXl) funds"). Section 207 
also would add new sections 3(cK7) and 2(aX51) to the Investment Company Act for 
purposes of creating a new exception from the Act's regulation for investment fiinds 
designed for financially sophisticated "qualified" investors ("qualified purchaser 
pools"). 

Commission Recommendation. The Commission generally supports this provi- 
sion, with certain reservations. 

Amendments to Section 3(c)(1). The Commission supports this provision. 

Section 3(cXl) currently excepts from registration and regulation under the Act 
any fund that has no more than 100 investors and does not publicly offer its securi- 
ties.2'' These limitations were designed to ensure that funds excepted firom regula- 
tion in this manner are sufficiently private in nature. S. 1815 would simplify the 
complex test now used to calculate a section 3(cXl) fund's 100 investor limit Under 
the current test, a section 3(c)(1) fund may have to include within Uie 100 investor 
limit the shareholders of certain corporate investors in the fund.^® In practice, sec- 
tion 3(cXl) funds avoid application of this "look through" provision by restricting 
corporate investments to less than 10 percent of their securities. As amended, sec- 
tion 3(cXl) would no longer require a section 3(cXl) fund to count the underlying 
shareholders of its corporate, non-investment company investors under any circum- 
stances. This change m the law is warranted because such investors are unlikely 
to be mere conduits intended to enable a section 3(cX 1) fund to have indirectly more 
than 100 investors. 

Qualified Purchaser Pool Provision. The Commission generally supports this pro- 
vision, with certain reservations. 

S. 1815 would create a new exception from registration and regulation under the 
Act for investment pools whose shareholders are all highly sophisticated, "qualified 
purchasers." These new pools, while prohibited from making public offerings, would 
not be required to limit the number of their investors. The Uommission supports an 
exception from Investment Company Act regulation for qualified purchaser pools. 

The qualified purchaser pool concept would recognize that nnancially sophisti- 
cated investors are in a position to appreciate the risks associated with investment 
pools that do not have the Investment Company Act's protections.^® These investors 
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generally can evaluate on their own behalf matters such as the level of a fund's 
management fees, governance provisions, transactions with af&liates, investment 
risk, leverage, and redemption rights. 

S. 1815 would define a qualified purchaser as any natural person who owns at 
least $5 million in "investments," or any other person {e,g. , an institutional investor) 
that owns and manages on a discretionary basis at least $25 million in invest- 
ments. ^° The Commission would be required to define what constitutes an invest- 
ment for purposes of meeting these thresholds.^^ The Commission also would have 
rulemaking authority to define additional persons as qualified purchasers (i.e., per- 
sons that do not meet the statutory threshold) based on factors relating to the per- 
son's financial sophistication.^^ In addition, the Commission would be able to aaopt 
rules governing tne proposed $5 million and $25 million statutory thresholds. ^^ 

The $5 million and $25 million thresholds contained in S. 1815 are significantly 
lower than the thresholds previously considered by this Committee as well as those 
contained in similar provisions in H.R. 3005. Those thresholds are $10 million for 
natural persons and $100 million for institutions.^'^ 

The formulation of any criteria to define financial sophistication is an inexact 
science at best.^ The economics professor who earns $50,000 a year, for example, 
may have a far greater understanding of the risks of investing in a private invest- 
ment fund or a venture capital pool than the corporate treasurer who, on a daily 
basis, invests $50 million m short-term, low-risk, cash management instruments. 
The Commission believes, however, that in establishing a statutory exemption fi*om 
investment company regulation, an objective threshold based on the ownership of 
a significant amount of securities is the least problematic approach, particularly if 
the Commission has the authority to set lower thresholds m appropriate circum- 
stances. Such ownership suggests that the investor possesses a nign degree of fi- 
nancial sophistication, and is capable of evaluating the risks of investing in an 
unregulated pool.^® The Commission believes that, given its authority to set lower 
thresholds in appropriate circumstances (discussed below), setting the statutory 
thresholds higher than what is currently called for ($5 million for individuals, $25 
million for institutions) may be appropriate. 

A higher threshold, of course, increases the importance of the provision in S. 1815 
that gives the Commission exemptive authority to reduce the thresholds in appro- 
priate circumstances. In defining any new class of qualified purchasers by rule 
under this provision, the Commission would have to consider tactors such as the 
participants sizable net worth, extensive knowledge and experience in financial 
matters, substantial amoimt of assets owned or under management, and relation- 
ship with the issuer. The Commission stronglv supports the grant of exemptive 
authority provided in S. 1815. The provision will afford the Commission the oppor- 
tunity to respond to changing investment and market conditions. Moreover, in ad- 
ministering the Investment Company Act for close to 60 years, the Commission has 
shown that it will use such an exemptive authority with restraint and consistent 
with investor protection.^'' 

S. 1815 also contains provisions that recognize certain family investment vehi- 
cles — ^family trusts and other t3rpes of companies — ^as qualified purchasers under 
certain circumstances.^® The Commission notes that, under S. 1815 as currently 
drafted, certain of the family investment vehicles may not contain any qualified pur- 
chasers. Thus, a "company''^ that has $5 million of assets and that is owned by an 
extended family would be a qualified purchaser even though neither the owners nor 
anyone else associated with the company is a quahfied purchaser. The Commission 
understands that these provisions are designed to address practical problems faced 
by wealthy investors in their estate planning. The provisions of S. 1815, however, 
may open Qualified purchaser pools to persons who do not themselves meet the 
standards ot sophistication reflected in the qualified purchaser exception. 

Subject to these reservations, the Commission supports the general approach in 
S. 1815. This approach would codify thresholds of financial sophistication, while en- 
abling the Commission to adjust these thresholds in response to changing financial 
conditions or take other appropriate action based on its administrative experience 
with the qualified purchaser exception. 

G. Section 208 — Performance Fee Exemptions 

Section 208 would amend section 205 of the Investment Advisers Act to except 
investment advisory contracts with qualified purchaser pools from the Act's prohibi- 
tion on performance fees. Section 208 also would amend section 205 to give the 
Oommission explicit authority to exempt from the performance fee prohibition in- 
'V'estment advisory contracts with sophisticated clients and clients that are not resi- 
dents of the United States. 

Commission Recommendation. The Commission supports these provisions. 
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The Investment Advisers Act generally prohibits a registered investment adviser 
from receiving compensation on the ba^ of a share of capital gains in or capital 
appreciation of a client's account. ^^ Commonly referred to as performance based 
compensation or a ^performance fee,'' this type of compensation arrangement can 
take various forms. A fee equaling 10 percent of an account's gains, for example, 
or a fee of 20 percent of all the gains in an account exceeding the performance of 
a designated securities index or other benchmark is a type of performance fee. 

The prohibition on performance fees was included in the Investment Advisers Act 
because of Congress' concern that performance fees created incentives for advisers 
to take undue risks in managing a client's account in order to increase advisory 
fees.'^ In 1970, Congress concluded that performance fees were not necessarily un- 
desirable in all cases and exempted from the performance fee prohibition a t3fpe of 
fee known as a "fulcrum fee."*^ Investment advisers may enter into fulcrum fee 
arrangements with registered investment companies or persons with at least $1 
million in assets. Commission rules also provide a limited exemption from the prohi- 
bition for advisory contracts with clients having at least $500,000 imder manage- 
ment or a net worth exceeding $1 million.'^ 

The level of sophistication of the investors in a qualified purchaser pool suggests 
that this kind of^ issuer should be aUowed to enter into a tee arrangement uuit is 
not a fulcrum fee. S. 1815 also would aUow the Commission greater flexibility, for 
example, to exempt from the prohibition advisory contracts with institutional cuents 
that can appreciate the risks of performance fees and are in a position to protect 
themselves from overreaching by the adviser. 

Finally, this provision would recognize that advisers should not be prohibited from 
entering into performance fee contracts with their foreign clients, particularly when 
such arrangements are legal and customary in a clienrs country of residence. This 
provision also would help eliminate the competitive disadvantage experienced by 
U.S. investment advisers unable to enter into customary performance fee arrange- 
ments with foreign clients.'*® 

m. Title ni— Reducing the Cost of Saving and Investment 

A. Section 301— Exemption for Economic, Business, and Industrial 
Development Companies 
Section 301 of S. 1815 would create an exemption under the Investment Company 
Act for a company whose activities are limited to the promotion of economic, busi- 
ness, or industrial development of enterprises doing business in the State in which 
the company is organized.'*^ Such a company could sell its securities only to accred- 
ited investors as ofefined in the Securities Act^ and rules thereunder and to other 
Sersons authorized by the Commission. In addition, the company could not issue re- 
eemable securities, and would be required to sell at least 80 percent of its securi- 
ties to residents of the State in which the company is organizea. Companies relyii^ 
on this exemption would be subject to certain restrictions on the purchase of securi- 
ties issued by an investment company. 

Commission Recommendation. The Commission supports this provision. 

The Commission believes it appropriate to create an exemption from Federal reg- 
ulation for these companies, which are designed to stimulate local economies by 
providing direct investment and loan financing, as well as managerial assistance, 
to different types of State and local enterprises. To date, the Commission has used 
its exemptive authority imder the Investment Company Act to exempt from some 
or all of the Act's provisions 15 companies organized for the purpose of providing 
financing and managerial assistance to local businesses. S. 1815 would eliminate 
the needfor such companies to seek exemptive orders. 

This proposal is premised on States having a strong interest in these companies' 
operations. At least 80 percent of the company's securities would have to be sold 
to a particular State's residents.'*^ Further, to qualify for the proposed exemption, 
a company would have to be regulated under a specific State statute and organized 
under the laws of that State. Forty-four States now have statutes specifically au- 
thorizing the creation of these companies. Because some State statutes provide com- 
prehensive regulation, while others are less substantive, S. 1815 would authorize 
the Commission to supplement State provisions when necessary to respond to inves- 
tor protection concerns. 

S. 1815 also contains a number of other investor protection requirements. In 
particular, to avoid confusion between an exempt company and an open-end fund 
registered under the Investment Company Act that also limits itself to making in- 
vestments within a State, an exempt company would be prohibited from issuing re- 
deemable securities. In addition, an exempt company could sell its seoirities only 
to accredited investors and other persons authorized by Commission rule or order. 
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B. Section 302— Intrastate Closed-end Investment Company Exemption 
Section 302 of S. 1815 would expand the Commission's authority to exempt from 

Investment Company Act regulation closed-end funds that publicly offer their secu- 
rities solely within a particmar State, bv increasing the aggregate offering amount 
of securities that could be offered by these companies from $100,000 to $10 mil- 
Hon.^"' 

Commission Recommendation. The Commission supports this amendment. 

The Commission currently is authorized to exempt an intrastate closed-end fund 
from some or all of the Investment Company Act's provisions so long as the aggre- 
gate proceeds of completed and proposed offerinGS do not exceed $100,000. This mnit 
was set in 1940 and never has been changed. To reflect the capital needs of intra- 
state funds in today's financial markets, S. 1815 would increase the aggregate offer- 
ing amount to $10 million or such other amount as the Commission may set by rule 
or order.**® 

C. Sections 303-307— Business Development Companies 

Sections 303 through 307 of S. 1815 would amend certain provisions of the Invest- 
ment Company Act that pertain to business development companies. Section 303 
would amend the definition of '^eligible portfoho company," in wnich business devel- 
opment companies invest, to incluae any company that has total assets of $4 million 
or less and capital and surplus of not more than $2 million, and any other company 
that meets criteria prescribed by Commission rule (""small eligible company").**^ Sec- 
tion 304 would amend the definition of 'l)usiness development companv" to provide 
that a business development companv does not have to make available significant 
managerial assistance to a smaU eligible company.^ Section 305 would permit busi- 
ness development companies to purchase the securities of companies that do not 
qualify for margin listing under Federal Reserve Board regulations, from any per- 
son, rather than having to acquire these securities directly from the portfoho com- 
pany itself or its affiliated persons.*^^ Section 306 would modify the current capital 
structure restrictions on business development companies to permit them to issue 
more than one class of debt, to issue short-term warrants, options, or rights that 
are accompanied by any other security, and to issue long-term warrants, options, 
or rights on a stand-alone basis. '^^ Finally, section 307 womd authorize the Commis- 
sion to require business development companies to supply shareholders annually 
with a written statement describing the nsk factors associated with their capital 
structures.^^ 

Commission Recommendation. The Commission generally supports these pro- 
visions, with certain reservations. 

Business development companies or "BDC's" are closed-end funds ^* that invest in 
smaU and developing businesses. '^^ Unlike traditional investment companies that 
invest without becoming actively involved in the management of their portfolio com- 
panies, BDC's are required by the Investment Company Act to offer significant man- 
agerial assistance to their portfoho companies.^ iTiese amendments would provide 
BDC's with more flexibiUty in a number of respects and may result in additional 
investment in small businesses.^"^ 

The Commission regulates BDC's in a manner similar to registered investment 
companies. BDC's, however, are not required to register with the Commission as 
investment companies, and generally are permitted greater flexibihty in deaUng 
with their portlolio companies, issmng and pricing securities, and compensating 
management.^ 

Althoiieh they were envisioned as a public alternative to private venture capital 
firms, BDC's have drawn only limited pubhc investor interest.*® In 1993, there were 
only about 44 active BDC's with assets of about $2.5 billion. In 1995, the number 
of active BDC's increased to 60, but the assets under management decUned to $2. 1 
billion. S. 1815 would change BDC regulation to make it easier and less costly for 
BDC's to offer securities and to invest in small businesses. S. 1815 would create a 
new class of portfolio companies in which BDC's could invest without making avail- 
able ''significant managerial assistance," permit BDC's to acquire more freely the se- 
curities of portfolio companies, and allow BDC's greater flexibility in their capital 
structure. 

New Class of Small Portfolio Companies 

The time and expense involved in providing managerial assistance to companies 
having low levels of total assets and market capitahzation may deter BDC's from 
investing in them. These companies, however, often are most in need of capital. To 
address this issue, S. 1815 would create a new class of portfoho companies in which 
BDC's could invest without making available significant managerial assistance. This 
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new class would include any company that has total assets of $4 million or less and 
capital and siuplus of not more than $2 million,^ and any other company that 
meets criteria prescribed by Commission rule. 

Acquisitions of Securities 

S. 1815 also would permit BDC's to acquire more freely the securities of portfolio 
companies. Currently, BDC's must monitor their portfolios to assure that at least 
70 percent of their assets are invested in cash, securities of financiaUy troubled 
businesses, and securities of "ehgible portfolio companies.'*®^ Eligible portfolio com- 
panies, to which BDC's must oflfer managerial assistance, are companies that the 
BDC controls or companies that do not qualify for margin listing under Federal Re- 
serve Board regulations. Currently, the seciuities of portfolio companies that do not 
qualify for margin listing must be acquired directly from the companies or their af- 
filiated persons.®^ The provision would permit BDC's to acquire these securities 
from any other person, potentially increasing the liquidity of such securities. 

Capital Structure Amendments 

Finally, S. 1815 would amend the Investment Company Act to permit BDC's 
greater flexibility in their capital structure. S. 1815 would permit BDC's to issue, 
without restriction, multiple classes of debt securities. A BDC currently may issue 
more than one class of debt only if all of its debt securities are privately held or 
guaranteed by financial institutions, and the BDC has no intent to distribute pub- 
licly any class of debt securities. S. 1815 would permit public investors to participate 
in offerings of multiple classes of debt. 

S. 1815 also includes two provisions that would ease restrictions on a BDC's abil- 
ity to issue warrants, options, or rights. Currently, BDC's may issue only (1) short- 
term warrants, options, or rights to their security holders, or (2) warrants, options, 
or rights that expire within 10 years and are accompanied by debt securities. 
S. 1815 would permit BDC's to issue warrants, options, or rights that expire within 
10 years if they are accompanied by any other securities, including equity securities, 
issued by the BDC. S. 1815 further would allow BDC's to issue long-term warrants, 
options, or rights on a stand-alone basis, subject to certain conditions. 

Finally, to address the additional risks associated with the proposed capital struc- 
ture amendments, S. 1815 would authorize the Commission to require BDC's annu- 
ally to supply shareholders with a written statement describing the risk factors 
associated with their capital structures. 

D. Section 308— Facilitating National Securities Markets 

Section 308 of S. 1815 contains proposed amendments to the Federal securities 
laws that would preempt in specific circumstances State requirements with respect 
to securities registration. Under S. 1815, the following types of offerings are pre- 
empted: 

• Securities issued by investment companies in transactions registered under the 
Securities Act; 

• Securities listed on the New York Stock Exchange, the American Stock Ex- 
change, and the National Association of Securities Dealers Automated Quota- 
tions ("NASDAQ") National Market System, as well as categories of securities 
listed on other exchanges or trading systems, as determined by the Commission 
consistent with the purposes of the title and the protection of investors, pro- 
vided, in each case, that the securities are registered under the Securities Act; 
and 

• Securities offered and sold to "qualified purchasers," as defined by the Com- 
mission. 

In those specified areas, the States would not be permitted, directly or indirectly, 
to require registration or qualification of these securities transactions; prohibit, 
limit, or impose conditions on the use of offering documents; or prohibit, limit, or 
impose conditions upon the offer or sale based on the merits of the offering or the 
issuer. Instead, in these offerings the role of the States would be limited to: (1) re- 
quiring notice filings and collecting fees with respect to certain securities filings; 
(2) enforcing anti-fraud provisions; and (3) policing broker-dealer conduct. 

Under S. 1815, the preemption for the securities offerings described above (other 
than investment companies and offers and sales to qualified purchasers) would not 
apply to specified problematic offerings, such as offerings by blank check companies, 
partnerships, limited liability companies, penny stock, or roll-up transactions. Also, 
preemption would not apply if a person associated with the offering is subject to 
specified statutory disqualifiers. 
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Commission Recommendation. The Commission supports these securities 
-egistration preemption provisions, with one request for clarification and various 
technical comments. 

Consistent with the Commission's position on the comparable provisions in 
fi.R. 3005, the Commission believes that it is appropriate to provide for exclusive 
Federal review of the offerings noted above. States would continue to provide impor- 
:ant safeguards in connection with policing fraud in these offerings, and would re- 
:eive notice fiUngs and fees as specified to facilitate this program. Importantly, the 
preservation of authority makes clear that States would continue their role in regu- 
lating broker-dealer conduct whether or not the offering is preempted from State re- 
kdew. The Commission believes that the ability of the States to continue to oversee 
sroker-dealer conduct in connection with preempted offerings is important to ensure 
:ontinued investor protection. 

Exclusive Federal review in the investment company area would provide signifi- 
;:ant new benefits. State regulation can pose particularly significant obstacles to in- 
(restment companies, which typically engage in business on a national scale and are 
;x)nstantly in registration. Investment companies, moreover, are comprehensively 
regulated at the Federal level under the disclosure provisions of the Securities Act 
and the substantive regulatory provisions of the Investment Company Act. 

With respect to securities traded on the specified national exchanges, the States 
tiave already taken important steps toward eliminating duplicative securities reg- 
istration requirements by, for the most part, exempting from blue skv regulation 
companies traded on the New York Stock Exchange, the American Stock Exchange, 
and the National Market System of NASDAQ. The Commission believes it is appro- 
priate to codify these exemptions as proposed in S. 1815.^ 

One area tnat does require further clarification, however, is the provision in 
S. 1815 allowing the Commission to specify that certain categories of securities 
Listed on other exchanges or trading systems would be further preempted from State 
law registration requirements. The Commission agrees that it is appropriate to ex- 
tend preemption to future trading systems or categories of securities traded on 
exchanges, provided that listing or Qualification standards are comparable to the 
Listing standards of other exchanges the stock of which is preempted from State law. 
Under S. 1815, however, the only stated standard for the Commission to make the 
determination to extend the preemption to other exchanges or systems is that it 
must be "consistent with the purposes of this title and the protection of investors." 
At present, the Commission makes a finding in connection with approving the list- 
ing standards of all exchanges and trading systems that such standards are consist- 
ent with the protection of investors. Consequently, without additional legislative 
guidance with respect to the standards that should govern the Commission's exer- 
cise of this new preemptive authority, it likelv would be difficult for the Commission 
to distinguish between possible markets. The comparable provision in H.R. 3005 
provides such guidance through its requirement that the Commission find that the 
listing standaras of another exchange seeking to qualify for preemption must be 
'^substantially similar'* to the listing standards of the identified exchanges. 

The Commission also views the preemption for offers and sales to qualified pur- 
chasers as appropriate and consistent with investor protection.^ Purchasers coming 
within the oefinition would not require the protections of registration based on the 
Level of wealth and sophistication. As a result, subject to the preservation of State 
Graud authority, compliance at the Federal level would provide sufficient investor 
protection. 

The Commission recommends that the Committee consider whether it would be 
appropriate also to address other Securities Act areas preempted in H.R. 3005 that 
%re not currently covered in S. 1815. Such action could provide significant additional 
(avings in the cost of capital formation, including for smaller businesses, consist- 
ent with investor protection. These other areas include, generally, (1) securities of 
unaller companies that are federally registered (subject to important qualifications), 
2) secondary market trading transactions, and (3) various exempt securities, such 
IS municipal securities (except in the State where issued), commercial paper, and 
;ax-qualified employee benefit plan interests.®^ 

S. Section 309— Exemptwe Authority 

Section 309 of S. 1815 would amend the Securities Act and the Securities Ex- 
change Act of 1934 (''Exchange Act") to provide the Commission with a grant of gen- 
eral exemptive authority under those Acts. The Securities Act exemptive authority 
^uld be exercised by rule or regulation, while the Exchange Act exemptive author- 
.ty also could be exercised by order. In each case, the exemption must be necessary 
Dr appropriate in the public interest, and consistent with the protection of investors, 
^itn respect to the Exchange Act order exemptive authority, the Commission is di- 
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reeled to establish procedures under which exemptive orders may be sranted, and, 
in its sole discretion, may decline to entertain an application for an order under the 
section. 

Commission Recommendation. The Commission supports these provisions. 

The Commission supports a broad grant of general exemptive authority under 
both the Seciuities Act and the Exchange Act.^ This type of exemptive authority 
would allow the Commission the flexibility to explore ana adopt new approaches to 
registration, disclosure, and related issues.®'' 

Two far-reaching initiatives to develop such new approaches are already under 
way at the Commission. Last year, the Commission established an Advisory Com- 
mittee on the Capital Formation and Regulatory Processes ("Advisory Committee"), 
which is considering comprehensive reforms of the registration and oisclosure proc- 
ess. The Committee's mandate is broad in scope: It is considering, for example, 
whether Commission rules should ^rmit a registration concept that relies more on 
company disclosure and market-dnven securities disclosure (company registration) 
rather than on the Commission's mandated transaction disclosure. This approach 
could both streamline registration and disclosure requirements, while actually en- 
hancing information flow and protections to investors. The Commission expects to 
receive the Advisory Committee's recommendations in the near future. 

The Commission also established an internal Task Force on Disclosure Simplifi- 
cation (*Task Force"), which reviewed all forms and all disclosure requirements 
imposed on public companies. The Task Force — whose outside advisor was Philip 
Howard, author of a book on regulatory simplification entitled The Death of Com- 
mon Sense — ^made its recommendations to the Commission in March of this year. 
The Task Force recommended eliminating 81 rules and 22 forms and modifying 
dozens of others. The Commission already has taken action to implement a number 
of the proposals. 

A grant of general exemptive authority under the Securities Act could make it 
easier for the Commission to implement certain proposals that seek to assist small 
businesses with capital formation, such as the pending "test-the-waters" proposal. 
In addition, general exemptive authority could facilitate the implementation of 
"company registration" following the recommendations of the Commission's Advisory 
Committee (although it appears at this time that much of the company registration 
proposal could be implemented, albeit somewhat more awkwardly, under the Com- 
mission's existing rulemaking authoritv). 

Similarly, the broad exemptive authority imder the Exchange Act, would allow 
the Commission to provide exemptions from Exchange Act reporting and other pro- 
visions, perhaps in tandem with exemptions under the Securities Act. In addition, 
the Exchange Act exemptive authority would be useful to the Commission in its con- 
sideration of issues related to the securities markets more generally. For example, 
the proposed section would allow the Commission flexibility to address appropriately 
the regulatory concerns raised by the recent proliferation of electronic trading sys- 
tems, which do not fit neatiy into the existing regulatory framework for exchanges. 
For example, the Commission would be able to adopt rules exempting certain 
classes of entities from the exchange registration requirements under tiie Exchan^^e 
Act. Proposed section 309 would also permit the Commission to exempt certam 
classes of persons from regulation under circumstances in which the activities of 
such persons would not pose risks to the investing public, including the authority 
to exempt certain persons from the definition of "broker" and "dealer. ®® 

F. Section 310— Analysis of Economic Effects of Regulation 

Section 310 of S. 1815 would require the Chief Economist of the Commission to 
prepare a report on each rule proposed by the Commission. This report would in- 
cluae an analysis of the likely costs of the regulation on the securities markets and 
the participants in those markets, and the estimated impact of the rule on economic 
and market behavior. Before any rule could become enective, each Commissioner 
would have to receive a copy of the Chief Economist's report and the report would 
have to be printed in the Federal Register. This section also would authorize appro- 

g nations of $6 million for each of fiscal years 1997 and 1998 for the Commission's 
iconomic Analysis Program. 

Commission Recommendation. The Commission opposes this provision. 

The Commission understands the value of economic analysis in considering regu- 
latory alternatives in response to changing market conditions. In this regard, tiie 
Commission has just selected a new Chief Economist, and is rapidly increasing the 
Office of Economic Analysis' staff, as well as its budget — up 50 percent to $3 mHlion. 
In addition, the Director of the Division of Market Regulation is an economist, and 
the Division of Corporation Finance will be adding an economist to its staff shortly. 



Digitized by VjOOQIC 



47 

In responding adequately to situations that arise in the market through rule- 
naking, the Commission considers many alternative solutions within its statu- 
jory mandate, as well as their potential effects and side effects. Through the notice 
ind comment process, liie Commission requests comment on key elements of the 
)roposal, including the costs and benefits of the proposed rule, and whether any 
>uniens the proposed rule imposes on competition are necessary. It uses the in- 
brmation it receives to make iudgments in formulating final rules. As part of this 
analysis, the Commission weighs the costs imposed by a potential rule and the bene- 
its achieved. 

Although the Commission considers analysis of the potential costs and benefits 
m integral part of its rulemaking process, the Commission has several concerns 
regarding the proposal in this bill. Of greatest concern is that by focusing on a rule- 
jy-rule, amendment-by-amendment analysis, S. 1815 would trivialize the role of 
economic analysis. Our economists find liiat, as a general matter, their efforts are 
setter directed toward analyzing the larger economic context and thematic issues 
:hat cut across markets. The best approach to evaluating the impact of regulation 
>n market behavior and its costs is on a market-by-market basis, rather than rule- 
3y-rule. The Regulatory Flexibility Act already assumes that there will be some 
malysis of every rule proposal. This, however, is not an area to which more re- 
K>urces should be dedicated. 

As noted in the broader discussion on section 102, the Commission believes that 
Lhe Commission's authorization should not be approached in a piecemeal fashion. 
[t would be very difficult for the Commission to direct $6 million of its budget to 
the Economic Analysis Program, particularly within a brief 2-year period. Moreover, 
the Commission also is concerned that in doubling the amount of money authorized 
for the Economic Analysis Program, other necessary SEC programs would have to 
ye curtailed. Assuming the Commission's total appropriation level stays the same, 
the Commission would have to cut $3 million from other programs to achieve the 
i6 million spending level specified in S. 1815. 

While the Office of Economic Analysis* function is to provide its independent eco- 
aomic views to the Commission and its staff, the Commission believes that it also 
is important to integrate economists into those Divisions and Offices of the Commis- 
sion that propose and implement Commission rules, so that economic viewpoints can 
3e considered as policy is developed rather than at the conclusion of a rulemaking. 
Por this reason, if the proposal is nonetheless enacted, it is important that S. 1815 
provide the Commission with the flexibility to integrate economists into the staff of 
those areas of the Commission responsible for those programs without focusing ex- 
dusively on the role of the Office of Economic Analysis. However, even under this 
broader approach to economic analysis, the Commission believes that doubling the 
funding for this purpose, without increasing the Commission's overall budget, would 
aot well serve the Commission's overaU program needs. 

Gr. Section 311— Privatization of EDGAR 

Section 311 would direct the Commission to submit a report to Congress within 
180 days concerning Commission plans for promoting competition and innovation of 
the EDGAR system through privatization of^all or any part of the system. 

Commission Recommendation. The Commission supports this provision with 
minor amendments. 

As a general matter, the Commission supports promoting competition and innova- 
tion of EDGAR through privatization of parts of the system and is prepared to re- 
[>ort to Congress on its efforts and plans to accomplish this goal. 

Ilie Commission recognizes the importance of EDGAR to the agency's mission and 
3 committed to a fundamental reexamination of EDGAR and how it operates. The 
Commission staff* has spent a considerable amount of time studying the issues and 
las engaged in numerous outreach programs to the private sector. For example, the 
commission held several conferences to obtain the input from EDGAR users (filers, 
'endors, disseminators, analysts, investors, and others) on how to improve and up- 
late the EDGAR system. 

In December 1995, the Commission asked the Computer Science and Telecom- 
nunications Board of the National Research Council to convene a panel to help 
he Commission prepare for the redesign of EDGAR. This ^^brainstorming session," 
irhich was attended by nationally recognized computer industry experts, addressed 
he use of new technology as well as the structure of the system — in particular, how 
o assure that the system is responsive to the agency's mission while providing in- 
entives for the private sector to play a greater role. The participants endorsed the 
commission's approach in seeking a variety of options for the new system. 
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The Commission intends to issue a request for proposals ("RFF*) shortly to 
solicit bids on continuing the EDGAR system. It is expected that the Commission 
will solicit alternative modernization approaches, including approaches that ma^ 
further privatize the system.®® Of course, the current EDGAR information dissemi- 
nation system is almost completely privatized through a series of private informa- 
tion vendors. 

In the search for privatization, however, it is important to recognize that there 
must be a Federal Government presence in the EDGAR system, since the Commis- 
sion staff must receive and have access to the information, including the ability to 
search the data in order to review the documents required to be filed with the Com- 
mission. Therefore, there may be natural limitations on the amount of privatization 
possible. 

The Commission is committed to continue its efforts to consider private solutions, 
and is prepared to report to Congress on its findings. The Commission is concerned, 
however, tnat the specification of the 180-day penod for the report is problematic. 
The 180-day period is troublesome in that it is unlikely that a contract of this 
magnitude will be awarded within 6 months of enactment of S. 1815, given the in- 
tricacies of the Federal procurement process. While a procurement is pending, the 
Commission is unable to discuss freely the options available and the agency re- 
sponse. The Commission thus suggests that this provision be amended to request 
the report within the later of 180 days of enactment of S. 1815 or 60 days after the 
award of the new EDGAR contract. 

H. Section 312— Improving Coordination of Supervision 

Section 312 of S. 1815 would require the Commission and examining authorities 
for broker-dealers (defined as registered SRO's) to eliminate unnecessary and bur- 
densome duplication in the examination process. They would do this through coordi- 
nation and cooperation. Specifically, S. 1815 directs that the Commission and the 
examining authorities share information, including non-public regulatory informa- 
tion, as appropriate, to foster a coordinated approach to regulatory oversight of 
broker-dealers that are subject to examination by more than one SRO. 

Commission Recommendation. The Commission supports this provision. 

The Commission agrees that duplicative and overlapping examinations impose un- 
necessary burdens on broker-dealers (and represent an inefficient use of regulatory 
resources). Accordingly, in recent years, the Commission has placed new emphasis 
on coordinating examinations of broker-dealers and eliminating areas of duplication. 
For example, tne Commission recently created an Office of Compliance Inspections 
and Examinations to coordinate better the agency's own examinations, and has 
begun working with the SRO's in an effort to encourage cooperation among SRO^s 
in schechiling examinations. 

The Commission strongly supports this provision, which would provide statutory 
support for its current efforts to eliminate duplication in broker-dealer oversight. In 
November 1995, the Commission entered into a Memorandum of Understanding 
with examining authorities to improve their coordination. Section 312 strengthens 
those efforts. It provides a mandate for better coordination, and a specific statutory 
authorization for the sharing of information necessary to accomplish this goal. 

I. Section 313— Increased Access to Foreign Business Information 

Section 313 of S. 1815 would address the status under the Securities Act and the 
Exchange Act of offshore press conferences and press related materials. Specifically, 
for purposes of the Securities Act registration requirements, the definition of "offer" 
woiild be amended to exclude press conferences neld outside of the United States, 
public meetings with issuer representatives conducted outside of the United States, 
or press related materials released outside of the United States in which an offshore 
offering is discussed. This provision would apply without regard to whether journal- 
ists from the United States or journalists for publications (including on-line services) 
with circulation in the United States attend such press conferences or meetings or 
receive such press related materials. This provision would apply to all issuers 
(whether domestic or foreign), and would be available for offshore offerings that are 
also being made in the United States. 

Section 313 also would amend section 14 of the Exchange Act to provide that a 
"foreign issuer" engaged in a tender offer may grant United States journalists access 
to such press contacts and press related materials in connection with the tender 
offer, without triggering the application of the Williams Act tender offer provisions 
or becoming subject to any regulations promulgated by the Commission pursuant to 
section 14(e) (the Williams Act anti-fraud provision) or 13(e) (the issuer tender offer 
anti-fraud provision), or otherwise, that relate to tender offers or requests or invita- 
tions for tender. For purposes of this section, a "foreign issuer" is defined to include 
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any corporation or other organization (1) that is incorporated or organized under the 
laws of any foreign country; or (2) the principal place of business of which is located 
in a foreign country. 

Commission Recommendation. The Commission supports the purposes of 
these provisions, but believes these issues should be addressed through Commission 
rulemaking. 

These provisions are designed to address the problem encountered by many 
United States journalists that such journalists are excluded by issuers from offshore 
press conferences and materials because of concerns about the application of the 
U.S. securities laws. Notably, the Commission and its staff have issued several 
statements in this area designed to assure market participants of what is permis- 
sible in this area. Nevertheless, the Commission understands that United States re- 
porters continue to experience this problem. 

The Commission is sympathetic to the frustration of the United States press, and 
agrees that the issue must be resolved. However, the Commission believes that the 
concerns are best addressed through Commission rulemaking to assure that the pro- 
visions remain flexible so that if any problematic practices develop, this can be ad- 
dressed in the future. For example, the Commission is concerned tnat press releases 
issued offshore could be used abusively as a means of circumventing Securities Act 
rules that require written offers to be made by the Securities Act prospectus. Under 
S. 1815, an issuer seeking to evade U.S. prospectus disclosure rules might publicize 
an offering with "press materials" released just across the U.S. border. Since off- 
shore offerings often include a public or private United States offering, there is a 
United States interest in assuring that such abusive practices do not develop. If the 
Commission proceeds with rulemaking, it could do so on a "pilot" basis, and revise 
the rule in the fUture if abusive practices develop. The proposed legislative approach 
would not allow this flexibility. 

While the Commission believes that the tender offer provisions also should be ad- 
dressed through rulemaking for the reasons noted above, the provisions in section 
313 with respect to tender offers raise additional concerns. First, the Commission 
assumes that this section affects only rules, such as procedural and disclosure rules, 
promulgated under sections 14(e) and 13(e)— there would be no effect on the general 
anti-fraud prohibition in section 14(e). If the Commission's assumption is incorrect, 
removal of these anti-fraud prescriptions would raise serious concerns for investor 
protection. Second, in an apparent effort to limit the reach of the exemption, the 
tender offer provision is limited to "foreign issuers." However, unlike the Commis- 
sion's definition of "foreign private issuer," the definition of "foreign issuer" would 
appear to include foreign incorporated issuers with all of their shareholders and/or 
all of their business in the United States, as well as domestic issuers with all of 
their shareholders in the United States, as long as their principal place of business 
is offshore. This definition appears to be overbroad, and would not provide meaning- 
ful limitations on the coverage of section 313 as it relates to tender offers. 

J. Section 314--Short-form Registration 

Section 314 of S. 1815 would require the Commission to amend the eligibility cri- 
teria for short-form securities registration not later than 180 days after the date of 
enactment of the Act. In such amendments, the Commission is directed to include 
non-voting stock (and such other securities as the Commission shall determine) in 
the calculation of the minimum market capitalization necessary to qualify to use the 
form for a primary offering. 

Commission Recommendation. The Commission supports the concept of allow- 
ing non-voting common stock to be included in determining short-form registration 
eligibility, but believes this should be addressed through Commission rulemaking. 

The Commission periodicall^r adjusts the form eligibility requirements for all offer- 
ings, including primary offerings eligible for short-form registration, based on its 
assessment of^any factors, including market practices, potential cost savings, and 
investor protection. For example, the Commission substantially changed the eligi- 
bility requirements for short-form registration in 1992 (for domestic issuers) and 
1994 (for foreign issuers) to make the forms available to a much broader class of 
issuers. 

While short-form registration eligibility for primary offerings historically has been 
bas(Mi on the amount of voting common stock held by non-afmiates, the Commission 
has no objection to including non-voting common stock in the calculation. However, 
the Commission does not believe that highly technical form eligibility tests are 
appropriate for legislative action. Instead, the Commission intends to propose this 
change in the near future, and Commission staff has commenced preparation of the 
rulemaking proposal. 
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K. Section 315— Church Employee Pension Plans 

Section 315 of S. 1815 would exempt from most Federal securities regulation any 
church employee pension plan described in section 414(e) of the Internal Revenue 
Code of 1986 (the ''Code'') if, imder the plan, no part of the assets may be diverted 
to purposes other than the exclusive benefit of employees. 

Specifically, S. 1815 would: (1) except church employee pension plans ("church 

filans") from the registration, reporting, and other regulatorv requirements of the 
nvestment Company Act; (2) exempt interests in church nlans firom registration 
under the Securities Act; and (3) exempt churches, church pension boards, and 
their internal personnel from registration as investment advisers imder the Invest- 
ment Advisers Act."^^ The proposed amendments also would exempt firom Federal 
securities regulation any company or account that is established b^ a person eli- 
gible to establish a church plan under section 414(e) of the Code, if substantially 
all of its activities relate to managing the assets of, or providing benefits imder, ex- 
empt church plans. In addition, section 315 would include witnin the definition of 
exempted securities under the Exchange Act securities issued by, or interests in, 
church plans. As a result, any person (including securities professionals) effecting 
transactions in securities issued by, or interests in, church plans would be exempt 
from the requirements of the Exchange Act. S. 1815 also specifically provides that 
church plans, as well as the trustees, directors, officers, employees, or volimteers for 
such plans, would not be deemed broker-dealers under the Exchange Act if their 
only securities activities are on behalf of such plans and if no commission or other 
transaction-related compensation is received.''* 

Commission Recommendation. The Commission generally supports the exemp- 
tions for church plans and their related persons, but has certain reservations. 

These exemptions provide relief only to church plans the assets of which must be 
used exclusively for the benefit of plan participants and beneficiaries. The proposed 
exemptions are similar, in most respects, to the exemptions already afforded to gov- 
ernmental plans described in section 414(d) of the Code.'^^ The Commission objects 
to the proposed exemption firom Exchange Act registration for interests in church 
plans, however, because it is unduly broad. 

The amendments other than the Exchange Act exemption for securities issued by 
church plans appear to be narrowly drafli^ and to contain provisions designed to 
protect plan participants and beneficiaries. The requirement that "substantiaUy all"* 
of the activities of an exempt company or account be related to the church plan or 
its administration ensures that the exemption would be available only to a limited 
number of entities. Church plans covered by the amendments must meet eligibility 
requirements under section 414(e) of the Code and must be administered for the ex- 
clusive benefit of participants and beneficiaries. Entities relying on these exemp- 
tions, therefore, will be unable to use assets for any other purpose without losing 
the availabilibr of the exemptions. Further, while the proposed amendments would 
exempt from Investment Advisers Act registration church plans and their trustees, 
directors, officers, employees, or volimteers who provide advice exclusively to such 
plans, the anti-fraud provisions of the Investment Advisers Act would continue to 
appl^ to such persons.'^ 

With respect to the Exchange Act provisions, the Commission supports the pro- 
posed exemption from broker-dealer regulation for securities activities on behalf of 
church plans, provided no transaction-based compensation is received by the plan, 
or person associated with the plan. In addition, treating the securities issued by, 
or interests in, church plans as exempted securities womd be appropriate with re- 
spect to those Exchange Act provisions that apply to church plans and to the 
directors, officers, and employees of such plans. We do not, however, believe that 
securities professionals engaged in the business of selling the securities issued by, 
or interests in, church plans should be exempt from the requirements of the Ex- 
change Act. Accordingly, the Commission recommends tiiat church plans only be 
treated as exempted securities for purposes of those provisions of the Exchange Act 
that directiy affect those plans and the persons associated with such plans. 

The Commission also is proposing one change to S. 1815 so that it can better 
monitor compliance with the new exemptions. To enable the Commission to identify 
entities relying on the exemptions, the Commission proposes that it be given rule- 
making authority to adopt a form to be filed by entities relying on the new exemp- 
tions notifying the Commission of such reliance.''* 

L. Section 316 — Promoting Global Preeminence of American 
Securities Markets 
Section 316 expresses the sense of the Congress concerning the increasing 
internationalization of the securities markets and the related importance of estab- 
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lishing a high-quality comprehensive set of generally accepted international account- 
ing standards that could be used in such offerings. The section particularly notes 
that such standards would greatly facilitate international financing activities and, 
most significantly, would enhance the ability of foreign issuers to access and list in 
United States markets. This section expresses the sense that, in addition to the ef- 
forts made to date to respond to this growing internationalization, the Commission 
should enhance its vigorous support for the development of such accounting stand- 
ards as soon as practicable. Finally, this section requests the Commission to report 
within 1 year from the date of enactment of S. 1815 on the progress in the de- 
velopment of such standards and the outlook for successful completion of a set of 
standards that would be acceptable to the Commission for offerings and listings by 
foreign issuers in United States markets. 

Commission Recommendation. The Commission agrees with the sense of Con- 
gress on this point and is prepared to submit the specified progress report. 

As stated in the Commission's April 11, 1996 press release, the Commission sup- 
ports the objective of the International Accounting Standards Committee C'lASC") 
to develop, as expeditiously as possible, accounting standards that could be used for 
preparing financial statements used in cross-border offerings. The lASC has an- 
nounced a plan to accelerate its developmental efforts with a view toward comple- 
tion of the requisite core set of standards by March 1998. The Commission believes 
there are three key elements to this program and the Commission's acceptance of 
its results: 

• The standards must include a core set of accounting pronouncements that con- 
stitutes a comprehensive, generally accepted basis of accounting; 

• The standards must be of high quality — ^they must result in comparability and 
transparency, and they must provide for full disclosure; and 

• The standards must be rigorously interpreted and applied. 

The Commission is committed to working with its securities regulatory colleagues, 
through the International Organization of Securities Commissions, and with the 
lASC to provide the necessanr input to achieve the jgoal of establishing a com- 
prehensive set of international accounting standards. To facilitate this process on 
an expedited basis the Commission is devoting additional resources to the inter- 
national accounting program. Notably, the Commission recently engaged Arthiu* R. 
Wyatt, Ph.D., CPA, as an expert consultant in the Office of the Chief Accountant 
Professor Wyatt, a recognized e3n>ert on international accounting standards, has 
held many important posts, including past Chairman of the lASC, former member 
of the Financial Accounting Standards Board, past President of the American Ac- 
counting Association, and past member and Chairman of the Accounting Standards 
Executive Committee of the American Institute of Certified Public Accountants. Pro- 
fessor Wyatt will act as a senior policy adviser to the Commission's Chief Account- 
ant for the Commission's initiatives involving the development of international 
accounting standards. 

As noted above, under the lASC's accelerated work program it is hoped that the 
core set of standards will be completed by March 1998. Although the standards are 
not expected to be completed within 1 year of the date of enactoient of the Act, the 
Commission wiU be able to provide a report on the progress of this effort within that 
timetable. 

ENDNOTES 

1. See Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Com- 
mission, Concerning the Commission's Authorization Request for Fiscal Year 
1997, Hearing Before the Subcomm. on Telecommunications and Finance of the 
House Comm. on Commerce (Feb. 28, 1996); Testimony of Richard C. Breeden, 
Chairman, U.S. Securities and Exchange Commission, Reauthorizations for the 
Securities and Exchange Commission 1992-94, Hearing Before the Subcomm. on 
Securities of the Senate Comm. on Banking, Housing, and Urban Affairs (July 
25, 1991). 

2. Section 103 of S. 1815 (adding new section 203A to the Investment Advisers 
Act). 

3. The Commission acknowledges that there are other ways to address this prob- 
lem. See, e.g., S. 2266, The Investment Adviser Oversight Act of 1992, 102d 
Cong., 2d Sess. (1992) (legislation to increase the resources available to the 
Commission to conduct adviser examinations through modest fees on advisers 
to contribute to the cost of their regulation); S. 1410, The Investment Adviser 
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Self-Regulation Act, 101st Cong., 1st Sess. (1989) (legislation to provide for an 
investment adviser SRO). 

4. This figure excludes the $3.5 trillion of investment company assets, which the 
Commission oversees imder its investment company examination program. 

5. Section 103 of S. 1815 (adding new section 203A(c) to the Investment Advisers 
Act). 

6. Section 103 of S. 1815 (adding new section 203A(d) to the Investment Advisers 
Act). 

7. The Commission notes that a Constitutional issue regarding State sovereignty 
may be raised by this provision. Although the law in this area is not clear, re- 
cent Supreme Court case law indicates that the Federal Government may not 
require a State to adopt a specific regulatory program (although Congress may 
require a State to choose between adopting such an approach or having State 
law preempted). See New York v. U.S., 112 S.Ct. 2408 (1992)i 

8. Section 105 of S. 1815 (amending section 203(e) of the Investment Advisers Act). 

9. See H.R. Rep. No. 1382, 91st Cong., 2nd Sess. 10-11, 23-35 (1970); U.S. Secu- 
rities AND Exchange Commission, Report on the Public Policy Implica- 
tions OF Investment Company Growth, H.R. Rep. No. 2337, 89th Cong., 2d 
Sess. 316-322 (1966) at 320 (**PPI REPORT"). As originally enacted in 1940, sec- 
tion 12(dX 1) contained certain prohibitions on fund of fund arrangements. The 
1970 amendments provided that, subject to limited exceptions, a nind may not 
acquire more than 3 percent of another fund's voting stock, and may not invest 
more than 5 percent of its assets in any one fund. In addition, a fund's invest- 
ments in all other funds may not exceed, on an aggregate basis, more than 10 
percent of its assets. See sections 12(dXl)(A>-(C) of tne Investment Company 
Act, 15 U.S.C. §80a-12(dXl)(AHC). 

10. Two funds of funds that commenced operations in 1985 and 1989, respectively, 
for example, have aggregate assets of approximately $7.2 billion and approxi- 
mately 400,000 aggregate shareholder accounts. See T. Howe Price Spectrum 
Fund, Inc., Investment Company Act Release No. 17198 (Oct. 31, 1989) (notice); 
Investment Company Act Release No. 17242 (Nov. 29, 1989) (order); Vanguard 
Star Fund, Investment Company Act Release No. 14153 (Sept. 12, 1984) (no- 
tice); Investment Company Act Release No. 14361 (Feb. 7, 1985) (order). The 
popiilarity of these funds of funds appears to be part of a broader trend in 
which investors are increasingly interested in arrangements designed to facili- 
tate allocation of an investor's assets among certain categories of investments. 
Other asset allocation mechanisms offered today are wrap accounts and mutual 
fund wrap accounts. In a wrap fee program, the client typically is provided with 
portfolio management, execution of transactions, asset allocation, and adminis- 
trative services for a single fee based on assets under management. Mutual 
fund wrap fee programs provide similar services, but the client account is in- 
vested only in mutual funds. 

11. See, e.g., Qualivest Funds, Investment Company Act Release No. 21874 (Apr. 5, 
1996) (notice); Investment Company Act Release No. 21933 (May 1, 1996) 
(order); Twentieth Century Blended Portfolios, Investment Company Act Release 
No. 21813 (Mar. 11, 1996) (notice); Investment Company Act Release No. 21875 
(Apr. 8, 1996) (order). 

12. S. 1815 would define a "group of investment companies" as any two or more 
mutual funds or unit investment trusts ("UIT's") that hold themselves out to 
investors as related companies for purposes of investment and investor serv- 
ices. UIT's are unmanaged investment companies (with no boards of directors) 
that invest in a fixed portfolio of securities and, like mutual funds, issue re- 
deemable securities. See section 4(2) of the Investment Company Act, 15 U.S.C. 
§80a-4(2). 

13. Section 12(d)(lXEXiiiXaa) of the Investment Company Act. This provision also 
allows feeder fUnds, as an alternative to pass-through voting, to vote their 
shares in the master fimd in the same proportion as the votes cast by the other 
feeder funds ("echo voting"). 

14. See, e.g., PPI REPORT, supra note 9, at 316-322 (discussing the dangers created 
when control is exercised by a fund holding company). 

15. See, e.g., H.R. Rep. No. 1382, 91st Cong., 2d Sess. 23-24 (1970). 

16. Because feeder funds that register with the Commission have agreed in their 
registration statements to provide pass-through voting for their shareholders, 
the legislation would not impose any new requirements. 

17. See rule 24f-2(c) under the Investment Company Act, 17 CFR § 270.24f-2(c). 

18. See rule 24f-2(bX2) under the Investment Company Act, 17 CFR §270.24f- 
2(bX2). Among other consequences, shareholders of the fund may have re- 
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scission rights against the fund under the Securities Act. See section 12 of the 
Securities Act, 15 U.S.C. §771. 

19. Dudley H. Ladd, Yfhy It's Time to Change the Advertising and Newsletter Rules, 
1995 MUTUAL Funds and Investment Management Conference IV-B-11 
(Federal Bar Assoc, and CCH Inc., 1995). 

20. The advertising prospectus also would be subject to the summary suspension 
procedures under section 10(b) of the Securities Act, 15 U.S.C. § 77j(b), permit- 
ting the Commission to take prompt action to prevent the use or distribution 
of materially false or misleading advertisements. The Commission also could re- 
(luire advertising prospectuses to comply with the same standards for calculat- 
ing performance information included in current advertisements. See rule 482 
under the Securities Act, 17 CFR 230.482. 

21. 15 U.S.C. §§80a-26, -27. Periodic payment plans are a rare form of investment 
company today, but were common — and a soiut:e of serious abuses — ^before 1940. 

22. Section 205 of S. 1815 (amending sections 26 and 27 of the Investment 
Company Act, respectively). In connection with the exemption, new section 
26(eX2KB) would codify certain provisions of Commission rules tnat permit an 
insurance company rather than a bank to maintain custody of separate account 
assets without a trust indenture. New section 27(iX2) also would preserve the 
current requirement that variable contracts be redeemable securities. 

23. New section 26(eX2) of the Investment Company Act. 

24. See section 35(d) of the Investment Company Act, 15 U.S.C. §80a-34(d). 

25. The judicial enforcement provision in current section 35(d) would be eliminated 
since liie Commission could use the cease and desist authority in section 9(f) 
of the Act, 15 U.S.C. § 80a-9(f), and the general enforcement authority in sec- 
tion 42(d) of the Act, 15 U.S.C. §80a-41(d), to enforce the prohibition on the 
use of a misleading fund name. 

26. See Arthiu* Levitt, Chairman, U.S. Seciuities and Exchange Commission, From 
Security to Self-Reliance: American Investors in the 1990^ (remarks at the In- 
vestment Company Institute General Membership Conference) (May 22, 1996). 

27. Investment Company Act §3(cXl), 15 U.S.C. §80a-3(cXl). 

28. The requirement to "look through" certain corporate shareholders to their un- 
derlying investors currently applies when a corporate shareholder acquires 10 
percent of a section 3(cXl) fund's securities and also has invested 10 percent 
of its assets in one or more section 3(cXl) funds. 

29. This approach is consistent with other Federal securities law provisions that are 
based, m part, on the financial sophistication of investors. See section 4(6) of 
the Seciuities Act, 15 U.S.C. §77d (accredited investors), rule 144A under the 
Securities Act, 17 CFR §230.144A (qualified institutional buyers). Regulation D 
under the Securities Act, 17 CFR §230.501 et sea, (accredited investors), and 
rule 205-3 under the Investment Advisers Act, 17 CFR §275.205-3 (sophisti- 
cated clients). 

Section 207(a) of S. 1815 would allow an existing section 3(cXl) fund to be 
"grandfathered** into a new qualified piut:haser pool provided the section 3(cXl) 
fund gives its investors an opportunity, prior to the conversion, to redeem their 
interests in the fund. To prevent section 3(cXl) funds from circumventing this 
requirement, section 207(b) of S. 1815 would prohibit a section 3(cXl) fund from 
investing in a qualified piu-chaser pool unless the fund's beneficial owners have 
consented to the fund's treatment as a qualified purchaser. To clarify that a sec- 
tion 3(cXl) fund and a qualified piut:naser pool under common management 
would not run afoul of the Commission's "integration" doctrine, section 207(a) 
of S. 1815 provides that the two pools would not be treated as a single issuer. 
The Commission staff has applied the intepation doctrine to determine whether 
two ostensibly different section 3(cXl) mnds operated by the same adviser 
should be considered a single fund (with more than 100 investors and there- 
fore not excepted from the Investment Company Act) based on such factors as 
the ^nds' investment objectives, portfolio, and risk/return characteristics, and 
investors eligible to invest in the funds. See, e.g., Thomas S. Harman and 
Monica L. Parry, Integration and Attribution Issues Affecting Hedge Funds, 28 
Rev. of Sec. and Commod. Reg. 215 (Dec. 6, 1995). 

30. Since all pool participants would have to be highly sophisticated, whenever an 
institutional purchaser {e.g. , an investment adviser) invests on behalf of another 
person {e.g., an individual client or an investment partnership) that person 
would also have to meet the qualified purchaser thresholds. The new provi- 
sion also provides that a person who receives shares in a qualified purchaser 
pool as a gift, bequest, or by transfer caused by an involuntary event, would 
be deemed a qualified purchaser, subject to Commission rules, regulations, and 
orders. 
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31. The Commission understands that the thresholds are desipied to be an indicia 
of the purchaser's sophistication with respect to investing m securities, particu- 
larly through a pooled management vehicle. Consistent with this understand- 
ing, the Commission anticipates defining investments to include securities that 
are held for investment (as opposed to, for example, securities that represent 
controlling ownership in a family business), as well as other financial assets. 

32. Under a proposal recommended by the Commission and introduced in both 
Houses of Congress in 1992, the Commission would have had sole responsibility 
to specify, by nile, those persons eligible to invest in qualified purchaser pools. 
See The Small Business Incentive Act of 1992, S. 2518, 102d Cong., 2d Sess. 
(1992); H.R. 4938, 102d Cong., 2d Sess. (1992). 

Section 207(d) of S. 1815 also directs the Commission to prescribe rules per- 
mitting participation in section 3(cXl) funds and qualified purchaser pools by 
the employees of the fund or its affiliated persons. 

33. New section 2(aX51XB) of the Investment Company Act. The Commission could 
use its rulemaking authority, for example, to aetermine when securities under 
the discretionary management of a subsidiary could be considered those of the 
parent, or the circumstances under which the partners of an investment part- 
nership would not meet the mialified purchaser thresholds. 

34. The $10 million and $100 mmion thresholds, based on securities ownership {see 
note 31, supra, and accompanying text) were contained in The SmaU Business 
Incentive Act of 1993, S. 479, 103d Cong., 1st Sess. (1993) and The Small Busi- 
ness Incentive Act of 1994, H.R. 4858, 103d Cong., 2d Sess. (1994). According 
to the Senate report, the $10 miUion and $100 million eligibility thresholds 
were included, in part, in response to concerns expressed by the Investment 
Company Institute regarding participation in the new pools by unsophisticated 
investors. S. Rep. No. 166, 103d Cong., 1st Sess. 8-9 (1993). 

35. As a recent report of the American Bar Association's Task Force on Hedge 
Funds (''ABA Task Force**) noted, There have been a number of proposals to 
define the level of financial sophistication which renders governmental regula- 
tion unnecessary ... there are no absolute numerical standards for this pur- 
pose.** Committee on Federal Regulation of Securities Task Force on Hedge 
Funds, Report on Section 3(c)(1) of the Investment Company Act of 1940 and 
Proposals to Create an Exception for Qualified Purchasers, 51 Bus. Law. 773, 
788 ("ABA Task Force Report"). 

36. See Division of Investment Management, U.S. Securities and Exchange 
Commission, Protecting Investors: A Half Century of Investment Com- 
pany Regulation (1992) at 111-114 (suggesting that given the many risks to 
investors of committing assets to managed pools, the level of sophistication 
should be very high). See also ABA Task Force Report, supra note 35 at 789. 

37. As the ABA Task Force noted, "It is the Commission, as the agency charged 
with the administration of the Federal securities laws, that has the expertise 
to respond in a timely manner to changing investment and market conditions. 
Indeed, the Commission has traditionally used its exemptive and rulemaking 
authority under the Federal securities laws cautiously.** AbA Task Force Report, 
supra note 35 at 790. 

38. Section 207(b) of S. 1815 (creating new sections 2(aX51XAXii) and (iii) of the 
Investment Company Act). 

39. 15U.S.C. §80b-5(aXl). 

40. H.R. Rep. No. 2639, 76th Cong., 2d Sess. 29 (1940). Performance fees in use 
at the time typically were designed to reward an adviser, above and beyond its 
customary fee, for good performance, without penalizing it for poor performance. 
Congress concluded that performance fees encouraged advisers to speculate un- 
duly because they had everything to gain and littie to lose. 

41. Rules 205-1 and 205-2 under tiie Investment Advisers Act, 17 CFR 275.205- 
1, -2 (defining certain terms for purposes of computing a fulcrum fee). A ful- 
crum fee is computed based on the asset value of a fund or account under 
management averaged over a specified period, with proportionate increases and 
decreases based on the fund's or account's performance relative to an appro- 
priate securities index. 

42. Investment Advisers Act Release No. 996 (Nov. 14, 1985) (adopting rule 
205-3). 

43. These advisers would remain subject to the Investment Advisers Act*s anti- 
fraud provisions with respect to these clients and thus would be prohibited from 
entering into performance fee arrangements that involve overreaching or are 
abusive. 

44. The new exemption would become section 6(aX5) of the Investment Company 
Act. 



Digitized by VjOOQIC 



55 

45. 15U.S.C. §77b(15). 

46. Up to 20 percent of the company's securities could be sold to non-residents. This 
would provide flexibility for "spill-over" sales when, for example, an offering 
takes place in a metropolitan area that overlaps several States. 

47. 15U.S.C. §80a-6(dXl). 

4S. Unlike the economic, business, and industrial development companies described 
above whose activities relate to a particular State, these funds may invest in 
businesses throughout the United States. 

49. Investment Company Act §2(aX46), 15 U.S.C. § 80a-2(aX46). 

50. Investment Company Act §2(aX48), 15 U.S.C. § 80a-2(aX48). 

51. Investment Company Act § 55(a), 15 U.S.C. §80a-54(a). 

52. Investment Company Act §61(aX2), 15 U.S.C. § 80a-60(aX2). 

53. Investment Company Act § 64(b), 15 U.S.C. §80a-63(b). 

54. A closed-end fund is an investment company that does not issue redeemable se- 
curities whose shares are traded on an exchange or other secondary market. 

55. BDC's operate in accordance with specific provisions added to the Investment 
Company Act in 1980. Small Business Investment Incentive Act of 1980, 
Pub. L. No. 96-477, 94 Stat. 2275 (codified in various sections of 15 U.S.C). 

56. Investment Company Act §2(aX48), 15 U.S.C. § 80a-2(aX48). 

57. While the Commission supports these provisions of S. 1815, the Commission re- 
mains concerned about the number of deficiencies under the Investment Com- 
pany Act that have been detected by the staff in the course of its examinations 
of BDC's. See, e.g., SEC v. Fluid Corp. and George T. Slaughter, Litigation 
Release No. 12,661 (Oct. 9, 1990); SEC v. Power Securities Corp., Litigation Re- 
lease No. 12,605 (Sept. 6, 1990); SEC v. Corporate Capital Resources, Inc., Liti- 
gation Release Nos. 13,460 and 13,751 (Dec. 7, 1992 and Aug. 11, 1993); SEC 
V. Vintage Group, Inc., Litigation Release No. 13,994 (Mar. 7, 1994), and related 
administrative proceedings. Some of these deficiencies have resulted in the in- 
stitution of enforcement proceedings against BDC*s. Notably, however, the viola- 
tions have involved provisions of the Investment Company Act that S. 1815 does 
not propose to amend. 

58. See, e.g.. Investment Company Act rule 57b-l, 17 CFR §270.56b-l (permitting 
BDC's to engage in principal transactions with controlled portfolio companies); 
Investment Company Act §63(2), 15 U.S.C. §80a-62(2) (permitting BDC*s to 
issue their securities at a price below net asset value under certain condi- 
tions); Investment Company Act §§57(n), 61(aX3XB), 15 U.S.C. §§80a-56(n), 
-60(aX3XB) (permitting BDC's to establish profit-sharing plans for their direc- 
tors, officers, and employees). 

59. See S. Rep. No. 958, 96th Cong., 2d Sess. 4-5 (1980). 

60. These nimibers are derived fi'om the minimum listing requirements for the Na- 
tional Association of Securities Dealers Automated Quotations System. Sections 
l(cX2) and l(cX3) of Part II to Schedule D of the National Association of Securi- 
ties Dealers Bylaws. 

61. Investment Company Act § 55(a), 15 U.S.C. §80a-54(a). 

62. Investment Company Act § 55(a), 15 U.S.C. §80a-54(a). 

63. This preemption provision as drafted does not appear to include securities ''sen- 
ior to the listed securities, although both the current State exemptions and the 
comparable provision in H.R. 3005 do cover such senior securities. Moreover, 
the preservation of filing fees in paragraph (d) of the section specifically carves 
out fees for listed securities and securities senior to the listed securities. The 
Commission assimies that securities senior to listed securities were intended to 
be covered and suggests that the language be revised to make this clear. 

In addition, the Commission notes that the preemption for listed securities 
would not apply to the specified problematic ofTerings (such as partnerships), 
even if the securities are hsted. Such securities generally are exempt from State 
registration if listed, and are preempted (again, if listed) bv H.R. 3005. 

64. The Commission notes that as drafted this provision would cover only offers and 
sales to quahfied purchasers in transactions registered under the Securities Act. 
The provision states that these transactions would be covered by paragraph (a), 
which provides preemption only for registered offerings. The Commission as- 
simies that the provision is intended to cover both registered and exempt offer- 
ings and suggests that this language be clarified. 

65. Additionally, the Commission notes that unlike H.R. 3005, S. 1815 provides pre- 
emption for investment company securities and "listed" securities only if the se- 
curities are registered under the Securities Act. The Committee may want to 
consider extending these provisions to transactions in such securities that are 
exempt from registration under the Securities Act. 
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66. Notably, both the Investment Company Act (section 6(c)) and the Investment 
Advisers Act (section 206A) provide the Commission with similar grants of 
broad exemptive authority. Similarly, section 309 also would serve to clarify is- 
sues that have been raised as to the scope of the exemptive authority granted 
to the Commission in the Private Securities Litigation Reform Act. That Act 
clearly provided the Commission with additional exemptive authority under 
both the Securities Act and the Exchange Act. The precise boundaries of the ex- 
emptive authority contained therein have been questioned by some, and it 
therefore is appropriate for Congress to clarify this issue by unambiguously pro- 
viding the Commission with grants of broad exemptive authority under both the 
Securities Act and the Exchange Act. 

67. A nvunber of provisions of the Exchange Act already provide the Commission 
exemptive authority. For example, section 12(h) of the Exchange Act currently 
grants the Commission authority to exempt in whole or in part any issuer or 
class of issuers from the registration provisions of section 12(g) of that Act. 
Similarly, a number of other provisions in the Exchange Act provide the Com- 
mission with specific exemptive authority in defined circumstances, see sections 
17(hX4) and 15(a)(2) of the Exchange Act. 

68. The Department of the Treasury has authority under section 15C of the Ex- 
change Act to regulate Government securities broker-dealers. It should be made 
clear that the broad grant of exemptive authority to the Commission in new sec- 
tion 36 of the Exchange Act is not intended to extend to section 15C of the Ex- 
change Act or to the definitions in sections 3(aX42) through (45) as utilized in 
those sections. 

69. In this regard, the Commission notes that the concept of "privatization" raises 
a number of complex legal and practical issues, ranging from issues related to 
security and liability (e.g. , for the custody and accuracy of the corporate filings) 
to issues related to the recovery of private sector costs, fees, profits, and public 
access. 

70. This exemption would apply only to the church plan and its internal personnel 
and would not be available to any third party who may provide investment ad- 
vice to church plans. 

71. These new exemptions would be added as section 3(cX14) of the Investment 
Company Act, section 3(aX13) of the Securities Act, sections 3(aX12XAXvi) and 
3(f) of the Exchange Act, and as a new subsection of 203(b) of the Advisers Act. 

72. Section 3(cXll) of the Investment Company Act, 15 U.S.C. §80a-3(cXll), pro- 
vides an exception from the definition of investment company for any govern- 
mental plan described in section 3(aX2XC) of the Securities Act, 15 U.S.C. 
§77c(aX2XC). Section 3(aX2XC) of the Securities Act, 15 U.S.C. §77c(aX2XC), 
exempts securities issued by a governmental plan as described in section 414(d) 
of the Code, from the registration provisions of that Act, if the governmental 
plan has been established for the exclusive benefit of plan participants and 
beneficiaries. There is a similar exemption under the Exchange Act for securi- 
ties issued by governmental plans. See section 3(aX12XC) of the Exchange Act, 
15 U.S.C. §77c(aX12)(C). 

73. In the event that assets are misappropriated or used for the employer's own 
purposes, the exclusive benefit rule would be violated and the staff could in- 
stitute enforcement action to remedy such abuses. Moreover, if any person 
providing investment advice to a church plan defrauds plan participants, the 
Commission could enforce the anti-fraud provisions of the Advisers Act against 
that person. 

74. While the Commission does not object to the provisions of the bill that would 
exempt church plans from Federal securities regulation, we note that S. 1815 
also provides for the preemption of all State securities regulation of such plans, 
interests therein, and plan personnel. The Commission is not familiar with the 
precise role plaved by the States in the regulation of church plans and rec- 
ommends that the Committee consult with Sikte regulators on this issue. 



Digitized by VjOOQIC 



57 

PREPARED STATEMENT OF CHRISTOPHER W. BRODY 

Partner, Warburg, Pincus and Company 

on behalf of 
National Venture Capital Association 
June 5, 1996 
)verview 
Nummary 

• We support the qualified purchaser provisions in S. 1815. 

• NVCA comprised of 200 members representing over 80 percent of the venture 
capital industry. 

Vhat Venture Capital Firms Do 

• Provide long-term equity capital to new high-growth companies that are the en- 
gines of economic growth, providing new high-paying jobs and spending sub- 
stantial sums on research and development. 

• Actively work with the management of portfolio companies to help them achieve 
their goals and to step in if there are problems. 

• A venture capital fund invests in 20 to 50 companies over a 4 to 6 year period, 
providing diversification of risk to investors who include pension plans, endow- 
ments, wealthy families, and sophisticated individuals. 

• Unlike hedge funds, venture capital firms do not use leverage, engage in short- 
selling, or &al in futures, commodities, or currencies. 

"Capital Formation For Venture-Backed Companies Faces a Long-Term 
Funding Challenge 

• Venture capital money under management is small and declining in relation- 
ship to other soiut:es of equity capital. For example, since 1985 venture capital 
under management has grown at a rate of 7. 1 percent per year, from $20 billion 
to $38.5 billion, while mutual fund equity has increased by 26.9 percent per 
year, from $120 billion to $1.3 trillion. 

• The most important source of capital for venture capital firms is ERISA defined 
benefit plans. 

• These plans are expected to decline over time because of corporate downsizing 
and the shift to defined contribution plans which cannot be accommodated by 
venture capital funds for legal and regulatory reasons. 

• At the same time, opportunities to create and invest in venture-backed compa- 
nies have been increasing. 

• The current 100 head count limitation inhibits the industry from responding to 
this problem. 

Vhe Qualified Purchaser Exemption in S. 1815 

• Permits the formation of funds comprised solely of sophisticated investors, 
caUed qualified purchasers. 

• Defines a qualified piurchaser as a person with $5 million in investments or an 
institution with $25 million in investments. 

• The SEC has discretion to define additional classes of qualified piut:hasers. 

f. 1815 Preserves Investor Protection 

• Households at, and even below, the $5 million level are sufficiently sophisti- 
cated to invest in venture capital funds. This is not the retail investor. 

• For instance, households with a net worth as low as $2.4 million are deeply in- 
volved in all aspects of the Nation's financial and business markets. 

J. 1815 Improves the Flow of Capital to Venture-Backed Firms 

• Ninety thousand households with financial assets of $5 million or more would 
be eligible for participation in the new qualified piu-chaser pools under S. 1815. 

• A number of these households would take advantage of this new opportunity. 

in Overly-Narrow Qualified Purchaser Definition Will Not Work 

• An overly-narrow definition would not give venture capital firms any incentive 
to start new qualified piu-chaser funds, because the incremental amount raised 
would not be meaningful. 

• It would restrict legitimate investor choice. 

• It would have the perverse consequence of forcing sophisticated investors to 
turn to less desirable options. 
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• The House bill, which sets the qualified purchaser limits at $10 million in secu- 
rities for individuals and $100 million in securities for institutions, is overly 
narrow. 

• Anything narrower than S. 1815 will not have a meaningful impact on capital 
formation for ventured-backed companies. 

• The Senate bill is the outer boimd of the levels at which the bill wiU have any 
positive effect. 

• Any change to increase the levels or to strip the SEC of its discretionary author- 
ity would mean that the legislation is of no practical importance to the venture 
capital industry. 

Investments is a Better Test of Sophistication Than Securities 

• The measure of financial sophistication should include all investment assets, as 
S. 1815 does. 

• The broader measure in S. 1815 counts experience in financial and business 
markets that goes beyond publicly-traded securities. 

Legislation Should Include SEC Discretionary Authority 

• The expert agency should have the flexibilitv to evaluate other wajrs of assess- 
ing financial sopmstication and to adapt to changed circumstances. 

Testimony 

My name is Christopher Brody. I am a partner of Warburg, Pincus and Co., and 
a past President and current member of the Executive Committee of the National 
Venture Capital Association. I am testifying before you today on behalf of the Na- 
tional Venture Capital Association ^ and I thank you for the opportunity to comment 
on S. 1815, the Securities Investment Promotion Act of 1996. 

Summary 

The crucial issue for the venture capital industry in S. 1815 is the creation in sec- 
tion 207 of Titie II of a new qualified purchaser exemption from the registration re- 
quirements of the Investment Company Act of 1940 for those funds comprised solely 
of investors who are sophisticated in financial matters. ~ 

We support the quahfied purchaser provisions in S. 1815. They set the threshold 
for being a qualified purchaser at $5 million in investments for individuals and $25 
million m investments for institutions. These levels in S. 1815 are a mcdor improve- 
ment over the levels in the House bill, as are the provisions relating to families and 
trusts. Moreover, the "investments" test in S. 1815 is a better measure of sophistica- 
tion than the "securities" test used in the House bill. And we strongly support the 
provision in the bill allowing the SEC sufficient discretion to define other classes 
of financially sophisticated investors. 

While we believe that allowing individuals with less than $5 million in invest- 
ments and institutions with less than $25 million in investments to participate in 
the new qualified purchaser funds would improve the flow of capital to venture- 
backed firms without threatening investor protection, the compromise embodied in 
S. 1815 — thresholds of $5 million and $25 million in investments together with SEC 
rulemaking authority — would be helpfUl to our industry and we support it. 

The compromise in the Senate bill represents the outer bound of the levels at 
which the legislation will have any positive effect. The Senate bill should not be 
viewed as setting the lower bound of the range of workable definitions of (qualified 
purchaser. Any change in the Senate bill to increase the levels above $5 million oi^ 
$25 million in investments or to strip the SEC of discretionary authority would 
mean the legislation is of no practical importance to the venture capital industxy. 

What Venture Capital Firms Do 

I have been a full-time venture capitalist for more than 25 years, during whiclB. 
period our firm has provided long-term equity capital to over 200 businesses. 

The members of tne National Venture Capital Association have invested in thou- 
sands of companies throughout the United States. We are often asked, "What is ven- 
ture capital?" In its simplest definition, I believe that it is the process of providing 
both long-term, patient risk equity capital with the substantial human resources o'f 
the venture capitalist working on an ongoing basis with portfolio companies to help 



^ The National Venture Capital Association is the national trade association of the ventui t!.— "" 

capital industry. It was founded in 1973 and is comprised of approximately 200 professional vei3. — ■ 

ture capital organizations, including virtually all oi the largest and most active firms in the ixx — " 
dustry. It represents over 80 percent of the venture capital funds. It is organized to broadex ^ 

the understanding of the importance of venture capital to the vitality of the United States econ " 

omy and stimulate the flow of equity capital to emerging growth and developing companies. 
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them achieve their goals. Venture capital portfolio companies are generally privately 
held at the outset, although in many instances the companies to which we provide 
equity capital can be pubhcly traded. 

We provide patient, long-term equity capital to start-up and later-stage busi- 
nesses. We act in partnersnip with management, in friendly transactions. We are 
actively involved, not only in assembling and organizing capital in partnership form, 
and in making investments in portfolio companies, but m making a substantial com- 
mitment in himian resources. We work closely with the management team generally 
at the level of the board of directors and, while usually not involved with manage- 
ment on a day-to-day basis, we are extremely active in reviewing strategy, key per- 
sonnel decisions with respect to the senior management (personnel assessment, 
recruiting, and compensation), and key financing oecisions, as well as identifying 
other important missing resources and helping obtain them. Sometimes we may 
serve as Chairman of the Board or Chairman of the Management Committee of our 
companies. 

The venture capitalist's commitment can be time-intensive. This commitment not 
only improves the chances of success of a portfolio company, but also enables the 
venture capitalist to step in if there are problems. 

We are not investment bankers, we do not take transaction fees, and we are only 
successful economically if our portfolio companies are successful. Generally our cap- 
ital is raised in partnership form, provided by limited partners, in a partnership 
which will make 20 to 50 investments over a 4 to 6 year period, providing diver- 
sification of risk as a result of being done in a portfolio fashion. The investments 
may be held as long as 10 to 12 years, but more generally 5 to 10 years. 

Venture capital nrms have an excellent track record, not only in overall return 
on investment, but in low volatility. Our investors (usually limited partners) include 
major private pension plans, public plans, endowments, wealthy families, and so- 

Shisticated individuals. We are not hedge funds. We do not use leverage or other 
ebt techniques; we do not engage in short-selling. We do not deal in futures, com- 
modities, currencies, and the like. 

Venture Capital Firms Provide Funds for the New Companies 
That Ai^ the Engines of Economic Growth 

It is important for public policy to ensure that venture capital firms have ade- 

rte access to the Nation's capital because they are the primary source of funds 
the new companies that are the engines of economic growth. Venture-backed 
companies have included Apple, Federal Express, Intel, and Sun Microsystems, Inc. 

These companies and others like them have created new jobs usually paying 
higher wages than the average. They pay large amounts of Federal and local taxes. 
They signmcantly enhance international competitiveness and favorably contribute to 
the Nation's balance of payments. They develop leading technology throush innova- 
tion and spend substantial sums on research and development. Their products often 
improve tiie quality of the Nation's life. 

One indication of the value provided to new start-up companies by venture capital 
funds is found by examining Exhibit 1, which displays the difference in the value 
of initial public offerings between those venture-backed firms and others. For exam- 
ple, on average, all venture-backed IPO's in 1986 have appreciated almost 3 times 
(through February 1996) versus those IPO's which were not venture-backed, which 
appreciated less than 50 percent during the same period. Furthermore, venture- 
backed IPO's in each subseauent year have outperformed the IPO's in the same year 
which were not venture-backed. 

Venture Capital Faces a Long-Term Funding Challenge 

Venture-backed companies face an important long-term capital formation issue. 
Their primary source of capital, the venture capital funds, may have an increasindy 
difficult time in maintaining their access to the Nation's capital markets. If the 
funds' access to the capital markets is impeded, they may be unable to provide an 
adequate flow capital to the new innovative companies that are this Nation's engine 
of economic growth. 

Venture capital money as a percentage of equity money under management is 
small and represents a declining portion of capital investment dollars. As shown in 
Exhibit 2, since 1985 venture capital investments have grown at a rate of 7. 1 per- 
cent per year, from $20 billion to $38.5 billion, while mutual fund equity, for exam- 
ple, has increased 26.9 percent per year, from $120 biUion to $1.3 trillion. In 1995, 
funds invested in venture capital firms rose only 1.2 percent, from $4.6 billion to 
$4.7 biUion. 

At the same time, the needs of start-up and later-stage new companies have in- 
creased. In response to this demand, last year the venture capital tirms increased 



35-784 96-3 



Digitized by VjOOQIC 



60 

their disbursements to their portfolio companies from $5 billion to $7.4 billion, a 
nearly 50 percent growth, ana a growth of 125 percent over the 1991 level of $3.3 
billion. 

In addition to this relative decline in their share of the Nation's investment cap- 
ital, venture capital firms face a long-term challenge to their ability to provide an 
adequate flow of capital to innovative new companies. Defined benefit pension plans 
have long been the largest single source of funds for venture capital firms, but these 
funds may not be able to play this role in the future. Fortime 500 corporations are 
downsizing, which will limit the growth of the defined benefit pension funds, which 
can contribute to venture capital funds. More important, they are shifting at ever 
increasing rates to defined contribution plans, which cannot be invested in venture 
capital funds. 

The 100 Head Count Problem Under Current Law 

Under current law, a venture capital fund cannot have more than 100 investors 
without triggering the application of the Investment Company Act For a variety of 
reasons, operation under the detailed regulations of this Act is not practical for ven- 
ture capital firms. For example, the Act imposes restrictions on transactions among 
afHliates and upon capital structure that would not be feasible for venture capital 
companies. 

Tnis 100 head count limitation is a barrier to drawing additional capital into the 
venture capital world. It effectively excludes many sophisticated investors, both in- 
dividual and institutional, from participation in these funds. Venture capital firms 
with the best managers and the best track records are often in the position of turn- 
ing away investors and maintaining waiting lists. 

With the 100 head count limit in place, it is hard to see how the venture capital 
funds can solve their long-term funding challenge. 

The Qualified Purchaser Exemption in S. 1816 

S. 1815 would take a step toward improving this situation. The new qualified 
purchaser exemption in S. 1815 would exempt from the Act funds whose investors 
are exclusively sophisticated investors who do not need the protections of the Act. 
It sets the threshold for sophistication at $5 million in investments for individuals 
and $25 million for institutions. It also provides for SEC authority to define addi- 
tional classes of qualified purchasers. 

S. 1816 Preserves Investor Protection 

These qualified purchaser provisions preserve investor protection by ensuring that 
only sophisticated investors will have access to the new qualified purchaser pools. 
Households at, and well below, the $5 million level are sophisticated enough to in- 
vest in venture capital fiinds. For example, according to data published by the Fed- 
eral Reserve Board (see Exhibit 3), households with a net worth greater than $2.4 
million are deeply involved in all aspects of the Nation's financial and business mar- 
kets, including stocks, bonds, trusts, privately held businesses, and real estate other 
than principal residences. Their familiarity with all asset classes, which goes well 
beyond experience with the public securities market, belies any suggestion that as 
a group they are the unsophisticated investor for whom the protections of the In- 
vestment Company Act were designed. 

S. 1816 Improves the Flow of Capital to Venture-Backed Firms 

S. 1815 also improves the fiow of capital to venture-backed firms. According to 
data derived from the most recent Federal Reserve Board Survey of Consumer Fi- 
nances (see Exhibit 3), 90,000 households have financial assets of $5 million or 
more. These 90,000 households would be eligible for participation in the new quali- 
fied purchaser pools under the Senate bill, and we expect that a number of them 
would take advantage of this new opportunity to invest in venture capital funds or- 
ganized as qualified purchaser funds. 

Overly-Narrow Definition of Qualified Purchaser Will Not Work 

The crucial question for the venture capital industry is whether the definition oP 
a qualified purchaser in the proposed legislation is overly-narrow. I want to empha- 
size this point: An overly-narrow definition of "qualified purchaser** wiU not acmeve 
the purposes of the legislation. It will not increase the access of venture-backed com- 
panies to capital, it i^l restrict legitimate investor choice, and it will have the per- 
verse consequence of forcing sophisticated investors to turn to less desirable options. 

Let me elaborate on these points. First, if the qualified purchaser exemption is> 
drawn too narrowly, the total incremental funds available to venture-backed compa- 
nies will not be sufficiently greater than is currently available under the existing 
private investment company exemption. Any incremental funds may be so minimaX 
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liat venture capital firms would not be warranted in starting qualified piuxhaser 
iinds. 

Second, it would block legitimate investor choice. One of the purposes of the quali- 
ied purchaser exemption is to enable a sophisticated investor to invest in an invest- 
nent alternative of^ their choice without a head count problem. However, if the 
jualifications under the new (][ualified purchaser exemption are too high, the result 
will be to deny many sophisticated investors an opportunity to choose freely the 
iind that they want in this asset class. 

Third, too narrow a definition of qualified purchaser would have the perverse con- 
sequence of fordns investors who want to support new venture companies to choose 
)etween two less desirable alternatives. If sophisticated investors are excluded from 
lie more attractive venture capital funds that hit the 100 head count, they will be 
breed to choose either: 

• To invest in a narrower, less attractive selection of venture capital funds, or 

• To make venture capital investments on their own, which would be permitted 
under the R4»?ulation D re<iuirements which are substantially lower tnan those 
in S. 1815. These Regulation D investments would not provide the benefits of 
portfolio diversification, nor the resources of a venture capital firm which could 
step in if problems develop within the venture company. 

Based upon the information available to us, we have been able to determine that 
he Senate compromise of $5 million and $25 million in investments together with 
SEC rulemaking authority to define additional sophisticated investors wilL improve 
'he flow of capital to new start-up companies without threatening investor protec- 
ion. But this is the outer bound of the levels at which the legislation will have any 
positive effect The levels in the Senate bill should not be viewed as the lower bound 
>f the range of workable definitions of qualified purchaser. Pmy change in the Sen- 
ite bill to increase the levels above $5 million or $25 million in investments or to 
strip the SEC of discretionary authority would mean that the legislation is of no 
[practical importance to the venture capitd industry. 

rhe House BiU is Overly Narrow 

Under the House bill, H.R. 3005, for example, the universe of households eligible 
br participation in the new ^[ualified purchaser funds shrinks dramatically. It sets 
he threshold at $10 million in securities for individuals and $100 million for insti- 
tutions. According to the U.S. Census, 36,000 households have a net worth of $10 
nillion. B^ limiting the new qualified purchaser groups to those with $10 million 
n securities, the House bill r^uces the eligible group of households well below 
)6,000 since it measures the threshold only in terms of securities, not net worth. 
Vlany of these investors may already be accommodated within the head count con- 
straints of current law. 

This universe of newly eligible households is simply not la£ee enough to generate 
my additional flow of funds into the venture capital world. The definition of quali- 
ied purchaser in the House bill would be of no help whatsoever to the venture cap- 
ital industry. 

[nvestments is a Better Test of Sophistication Than Securities 

It is extremely important in our view to ensure that the measure of financial so- 
phistication include all categories of investment assets, as S. 1815 does. The House 
bill limits the measure to experience in the securities markets. We think a person 
who has wide experience in other financial and business markets should be allowed 
to use the assets he has obtained through his involvement in those markets to qual- 
ify as a sophisticated investor. An overly-narrow measure of sophistication is poten- 
tially just as harmful as an improperly set threshold. It, too, would have the effect 
t)f denying venture capital firms the benefit of the investments from genuinely so- 
phisticated persons who are willing and able to invest. 

L^islation Should Include SEC Discretionary Authority 

We strongly support the provision in S. 1815 which gives the SEC the rulemaking 
authority to define additional classes of qualified purchasers. The bill does not grant 
unbridled authority to the Commission but ensures that when crafting an additional 
category of qualified purchaser, the agency take into account a number of factors 
that constraint its discretion. These factors include a degree of financial sophistica- 
tion, amount of assets owned or under management, relationship with an issuer, or 
other factors that are consistent with the underlying purposes of the qualified pur- 
chaser exemption. 

A similar provision was recommended by the SEC and included in S. 479, the pre- 
vious bill which was passed by the Committee by voice vote in 1993. There is no 
similar provision in the House bill. 
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We think this provision is a very desirable addition to the statutory exemptions 
that are granted m S. 1815. The numerical thresholds set out in the bill are proxies 
for the concept of sophistication. There should be some flexibility for the expert 
agency to evaluate other wa3rs of assessing financial sophistication and to adapt to 
changed circumstances. 

Who is Crowded Out of Venture Capital Firms Today? 

In considering the merits of the quahfied purchaser exemption of S. 1815, it is 
important to examine who the investors are who are crowded out from participation 
in venture capital funds by the 100 head count limitation. They include wealthy 
families, smaller endowment funds, successful businessmen (sometimes successful 
venture-backed entrepreneurs who wish to mentor others), lawyers, CEO's, and 
other senior officers of large publicly-traded companies. As discussed above, with net 
worth even as low as $2 million, these investors are familiar with a widely diversi- 
fied portfolio of asset classes. Their sophistication is enhanced by their experience 
whicn goes beyond publicly-traded securities. 

This is not the retail investor. They should be allowed to take advantage of the 
new qualified purchaser exemption to invest in venture capital funds. 

Venture Capital Funds Are Not Unduly Risky 

It is true that venture capital funds are not for everyone, but neither are they 
unduly risky. 

First, by taking a diversified portfolio approach toward investing (a venture cap- 
ital fund with 2(>-40 underlying portfolio companies), investors greatly reduce their 
risk compared to investing in a single new venture. 

Second, if an underlying portfolio company has problems, the venture capital firm 
can step in and make managerial and other changes as necessary. Venture capital 
firms have a full-time staff available for this purpose and are in a position to signifi- 
cantly influence the underlying portfolio companies. Such an opportunity to amelio- 
rate risk is not available to a passive registered investment adviser. 

Third, the venture capital industry has an unusually safe record historically with 
respect to "front to back loss. 

The SEC Retains Its Authority to Investigate and Correct Abuses 

The new qualified purchaser exemption in S. 1815 does not eliminate the role of 
the SEC. The SEC can look into any allegations of abuse at a private investment 
fund or at a new qualified piut:haser fund. They have fiill investigative powers and 
are able to step in and take whatever corrective action they deem necessary to end 
the abuses they find. 

Business Development Companies 

Sections 304 to 307 of Title III of S. 1815 include a nimtiber of provisions re- 
lating to business development companies. While tiie NVCA has few, if any, mem- 
bers who are business development companies, the changes proposed in S. 1815 will 
have a salutary (although unquantifiable) favorable impact on the flow of capital 
into venture-backed companies. 
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EXHIBIT 2 



AMOUNT OF VENTURE CAPITAL INDUSTRY CAPITAL UNDER MANAGEMENT 
AS COMPARED WITH EQUITY MUTUAL FUNDS 

($ Billions) 





Venture CapiUl 


Mutual Fund (equity only) 


1985 


20 


117 


1986 


34 


162 


1987 


29 


181 


1988 


31 


195 


1989 


34 


249 


1990 


36 


246 


1991 


32 


411 


1992 


31 


522 


1993 


34 


749 


1994 


34 


NA 


1995 


385 


1,220 


Compounded Annual 






Growth Rate 


7 1% 


26 9% 



* Sources: Venture Capital: Venture Economics Investor Services: Mutual Funds: 1994 
Mutual Fund Fact Book, p. 98: 1995: Laslo Binnyi 



DISTRIBUTION OF HOUSEHOLDS BY FINANCUL ASSETS 



Level of Financial Assets 




Share of Total 


$5 Million or More 
$1 Million or More 
$500,000 


90 
1,213 
3,250 


0.1% 
1.3% 
3.4% 



* Source: Federal Reserve Board* s Survey of Consumer Finances and Bernstein computations 
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EXHIBIT 3 



For release on March 11, 1996 



Weighting Design for the 1992 Survey of Consumer Finances 



Arthur B. Kennickell 
Board of Governors of the Federal Reserve System 

Douglas A. McManus 
Freddie Mac 

R. Louise Woodbum 
Statistics of Income, Internal Revenue Service 



March 1996 



Part of the work on this paper was done while Kennickell was a visitor at the Center for Economic 
Research (CentER) at Tilburg University in the Netherlands. The authors are grateful to Herman 
Camphuis, Arie Capteyn, Gerhard Fries, Barry Johnson, Myron Kwast, and Martha Starr- 
McCluer for comments and support, and to James Faulkner, Todd King, and Diane Whitmore 
for research assistance. The opinions presented here are the responsibility of the authors alone 
and do not necessarily reflect the views of the Board of Governors of the Federal Reserve System, 
Freddie Mac, or the Internal Revenue Service. All remaining errors are the responsibility of the 
authors. 
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EXHIBIT 3 



19 



Table 19: Holdiocs and Distribution of Assets, Debts, and Income, by Percentiles of Net Worth, 1992 








Percentile of the net worth distribution 
















to 89.9 




90 to 99 




99to99.5 




99.5 to 100 


Item 


Hokiingi % of 


HoUings 


%of 


Hokiings 


%of 


Hokiings 


%ot 


Hokiings 


%of 




rB92S) total 


(B92$) 


total 


(B92$) 


total 


m92S^ 


jotaL 


n5 92$^ 


total 




AiseU 


n,069.6 100.0 


8.021.8 


38.1 


7.317.7 


34.7 


1.409.8 


6.7 


4.320.4 


20.5 




1,557.3 0.0 


535.5 


2.1 


918.8 


2.0 


195.4 


0.6 


397.4 


7.5 


Pnnc. resKMOM 


6.863.8 100.0 


♦.409.2 


64.2 


1.947.8 


28.4 


202.4 


2.9 


304.4 


4.4 




315.5 0.0 


217.9 


/.« 


160.8 


7.6 


43.6 


0.6 


56.5 


0.5 


Other real estate 


3.012.7 100.0 


548.9 


18.2 


1.172.2 


38.9 


285.9 


9.5 


1.005.8 


33.4 




427.9 0.0 


71.5 


2J 


222.4 


4.0 


746.6 


3.5 


206.5 


4.8 


Stocks 


1721.8 100.0 


324.3 


18.9 


728.9 


42.3 


187.3 


10.9 


481.2 


27.9 




196.0 0.0 


48.3 


2.6 


742.5 


4.5 


53.3 


5.7 


7«.7 


3.6 


Bonds 


892.7 100.0 


107.3 


12.0 


413.4 


46.3 


139.5 


15.6 


232.4 


26.0 




114.8 0.0 


24.1 


2.4 


85.6 


5.2 


49.0 


4.« 


376 


4.2 


Trusts 


354.1 100.0 


55.3 


15.7 


158.8 


44.8 


22.6 


6.3 


117.4 


33.2 




69.9 0.0 


16.2 


i.7 


42.6 


7.0 


75.5 


3.5 


40.5 


6.5 


Life Insurance 


402.1 100.0 


226.4 


56.3 


146.3 


36.3 


9.1 


2.3 


20.9 


5.2 




48.2 0.0 


20.3 


5.7 


39.7 


6.0 


2.8 


0.7 


4.4 


I.I 


Checking accts 


173.4 100.0 


50.7 


29.3 


74.1 


42.7 


15.4 


8.9 


33.2 


19.2 




20.9 0.0 


8.2 


4.3 


/5.4 


5.7 


4.8 


2.« 


70.4 


4.9 


Thrift accounts 


584.3 100.0 


248.7 


42.6 


281.1 


48.1 


23.1 


3.9 


31.5 


5.4 




75.2 0.0 


34.3 


5./ 


58.6 


5.5 


72.i 


2.7 


13.6 


2.2 


Other accounts 


1.977.1 100.0 


918.1 


46.4 


755.9 


38.2 


130.0 


6.6 


173.1 


8.8 




145.7 0.0 


77.0 


3.0 


9/.4 


2.9 


45.0 


2.7 


54.2 


2.4 


Businesses 


3.641.7 100.0 


338.3 


9.3 


1.235.0 


33.9 


318.9 


8.8 


1.749.5 


48.0 




511.1 0.0 


61.9 


/.6 


i07.9 


4.6 


112.5 


2.7 


259.5 


4.9 


Automobiles 


811.4 100.0 


610.0 


75.2 


164.8 


20.3 


11.8 


1.5 


24.9 


3.1 




25.9 0.0 
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/.4 


14.1 


7.i 


2.3 


0.3 


5.2 
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Other assets 


634.0 100.0 


184.6 


29.1 


239.4 


37.8 


63.8 


10.1 


146.1 


23.0 




88.0 0.0 


29.7 


3.9 


60.0 


5.4 


79.5 


2.8 


36.6 
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2.241.0 


65.0 


835.5 


24.2 
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2.3 


294.0 


8.5 ( 
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2.« 


101.6 


2.2 


40.8 


/./ 


55.5 


7.4 


Princ. res. debt 


2.209.6 100.0 


1.657.5 


75.0 


467.9 


21.2 


32.7 


1.5 


51.5 


2.3 1 




100.7 0.0 


90.9 


2.3 


5i.5 


2.2 


12.3 
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8.6 


0.4 


Other r/e debt 


664.8 100.0 


138.0 


20.8 


296.0 


44.5 


37.2 


5.6 


193.6 


29.1 






103.7 0.0 


25.6 


i.4 


60.4 


5.0 


31.4 


3.6 


46.9 


5.7 




Other debt 


574.8 100.0 


445.5 


77.5 


71.5 


12.4 


8.9 


1.5 


48.9 


8.5 






32.4 0.0 


24./ 


i./ 


13.0 


2.0 


6.2 


1.0 


17.7 


2.7 




Net worth 


7.620.5 100.0 


5.780.7 


32.8 


5.482.2 


36.8 


1.331.1 


7.6 


4.026.4 


22.8 






1.416.7 0.0 


447.7 


2.0 


M5.0 


2.7 


765.6 


0.6 


371.4 


1.7 




Total income 


3,728.1 100.0 


2.614.6 


70.1 


805.1 


21.6 


938.0 


2.5 


214.5 


5.8 
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70.7 


7.5 


65.3 
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2«.7 
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PREPARED STATEMENT OF MATTHEW P. FINK 

President, Investment Company Institute 
June 5, 1996 

Summary of Principal Points 

• The Institute strongly supports reforms in S. 1815 that would vest exclusive 
authority for the regulation of mutual fund investments, prospectuses, and ad- 
vertising in the SEC, while permitting States to require notice filings, impose 
and collect fees, and investigate and prosecute fraud and sales practice abuses. 
Because individual and collective State action have proven incapable of solving 
the problems inherent in our current system of regulation, it is imperative that 
Congress solve these problems, and we encourage it to do so now. 

• The Institute supports provisions in S. 1815 that would reallocate responsibility 
between the States and the SEC in the regulation of investment advisers. 

• The Institute supports provisions in S. lBl5 that would modernize the Invest- 
ment Company Act by facilitating investor communications, permitting innova- 
tions, and promoting cost-effective regulation. 

• The Institute believes it is vital to preserve the integrity of the Investment 
Company Act. Congress should proceed cautiously in creating new exemptions 
or weakening requirements under the Act. 

• In particular, while the Institute supports the concept of an exemption for pri- 
vate investment companies, we stronsl^ oppose the overlv-broad scope of the 
qualified purchaser exemption included in S. 1815 and the bill's grant of author- 
itv to the SEC to liberalize the exemption still fiuther. 

• The Institute opposes the bill's exemption for binding vehicles for church pen- 
sion plans and provisions that would effectively convert business development 
companies into passive investment vehicles, contrary to the intent of the Invest- 
ment Company Act. 

[. Introduction 

Mr. Chairman, Members of the Committee, my name is Matthew P. Fink and I 
im President of the Investment Company Institute, the national association of the 
nutual fund industry. The Institute's membership includes 5,876 open-end invest- 
nent companies ('"mutual funds'*), 448 closed-end investment companies, and 10 
sponsors of unit investment trusts. The Institute's mutual fimd members have as- 
sets of over $2.5 trillion, accounting for approximately 95 percent of total industry 
issets, with more than 38 million shareholders in all 50 States and the District of 
yolumbia. Many of the Institute's investment adviser members manage assets of 
lients other than investment companies. In addition, the Institute's membership in- 
ludes 458 associate members that render investment management services exclu- 
Lvely to non-investment company clients. A substantial portion of the total assets 
lanaged by registered investment advisers are managed by these Institute mem- 
ers and associate members. 

I appreciate being provided the opportunity to testify on this historic legislation 
> modernize the regulation of our markets. In particular, I am here today on behalf 
f the Institute to: 

• Support the provisions of S. 1815 that would reallocate regulatory responsibil- 
ities between the Federal Government and Uie States in the regulation of mu- 
tual funds; 

• Support redefining the respective roles of the Federal Government and the 
States in the regulation of investment advisers; 

• Support modernizing the Investment Company Act to facilitate investor commu- 
nications, permit innovations, and promote cost-effective regulation; 

• Support the concept of an exemption under the Investment Company Act for 
private investment companies, but oppose the overly-broad scope of the exemp- 
tion included in the bill; and 

• Oppose adoption of an exemption for funding vehicles for church pension plans 
and relaxing the requirements of the Investment Company Act for business 
development companies. 

ly testimony will discuss in detail the basis for our position on each of these issues. 

The Institute has always supported both vigilant regulation of our industry and 
/ell-fimded Federal and State regulators. We continue to do so because history 
lemonstrates that sound regulation and strong investor protections are essential to 
ciaintaining public confidence in mutual funds and other investment companies. 

I am therefore pleased to support those provisions of S. 1815 that would create 
L new partnership between the Federal and State Governments in the regulation 
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of mutual funds. These provisions would establish a more appropriate division of 
labor between Federal and State securities regulators by vesting exclusive authority 
for the registration and substantive regulation of mutual funds in the U.S. Securi- 
ties and Exchange Commission ("SEC'O, while preserving to the States the ability 
to require the fifing of notices, collect fees, and investigate and address fraud and 
sales practice abuses. The proposed framework thus would bolster the best aspects 
of the current dual regulatory system, while eliminating needless duplication, incon- 
sistency, and conflict. It recognizes that mutual funds by their nature are national 
securities ofTerings— the only nationally offered issuers of securities that remain 
subject to substantive State regulation; and that it is in the interest of investors 
that mutual fimds be regulated in keeping with their national character. We thank 
this Committee and its membership for scheduling hearings on this bill and wish 
to underscore the willingness of the Institute to assist you and your staff in any way 
possible to advance S. 1815 in the time remaining in the 104th Congress. 

We also commend the Committee for attempting to similarly fashion a more ra- 
tional allocation of regulatory responsibility over investment advisers. The approach 
taken in S. 1815, which would regulate smaller advisers exclusively at the State 
level and larger advisers exclusively at the Federal level, is a sound one. 

At the same time that Congress moves to align more effective Federal and State 
responsibilities for the regulation of mutual funds and investment advisers, it 
should modernize the Investment Company Act of 1940 in certain respects to help 
ensure that the Federal regulatory scheme keeps pace with changing markets and 
investor needs, while remaining as effective in the riiture as it is toaay and has been 
in the past. The Institute endorses the provisions of S. 1815 that would facilitate 
communications between mutual funds and investors, promote cost-effective r^[ula- 
tion of mutual funds, and permit innovation in mutual fund products and services. 
These changes can occur without any diminution in investor protection. 

We are concerned, however, with several of the provisions of the bill that would 
establish broad new exemptions under the Act. Long experience with pooled invest- 
ment vehicles clearly demonstrates the need to preserve the integrity of the Invest- 
ment Company Act. With respect to the proposed exemption for private investment 
companies, while we support such an exemption in concept, the provision in the bill 
is far too broad. We similarly are concerned with the proposed exemption for the 
funding vehicles for church employee pension plans. In addition, we are opposed to 
two provisions in the bill that would significantly relax current requirements for 
business development companies, or BDC^. Given the importance of maintaining in- 
vestor confidence in pooled investment vehicles, we urge the Committee to recon- 
sider all of these provisions, in order to avoid unnecessary losses to the investing 
public and the American capital markets. 

IL The Institute Supports Provisions in S. 1815 That Would Establish a 
New Federal-State Partnership in the Regulation of Mutual Funds 

Because oversight of our national securities markets is the responsibility of the 
SEC, States have exempted from registration and larcely deferred to the SEC regu- 
lation of the vast majority of all national securities offerings. There is, however, one 
important exception — ^mutual funds. Todav, shares of mutual funds are the only na- 
tionally offered securities that remain subject to substantive regulation imposed by 
both Federal and State Governments. 

Mutual funds are the issuers of securities most comprehensively regulated un- 
der Federal law, and are the only issuers subject to the substantive standards 
imposed by the Investment Company Act of 1940. In addition, mutual funds must 
comply with the securities laws of every State in which their shares are sold. Under 
the authority of their securities laws. States impose on mutual funds investment 
limitations mat are inconsistent with Federal law, and require funds to rewrite, 
rearrange, re-label, or supplement prospectus disclosure that has been thoroughly 
reviewed by the staff of the SEC. And oecause mutual funds tjrpically are offered 
nationwide, each of these unique State requirements can impact investors outside 
the State and across the country. As a result, a single State is able to set nationwide 
investment policies or disclosure standards that duplicate, diverge from, or conflict 
with Federal standards. Unlike standards of the SEC, which are transparent and 
consistently applied, the standards imposed by the States are often unwritten and 
subject to the subjective judgment of the analyst reviewing a fund's registration. 
They vary from State to State, year to year, fund to fund, and even among analysts 
within a State. The result is a "crazy quilt" of duplicative, conflicting, inconsistent, 
and ever-changing requirements, as evidenced by the attached map.^ 



^See Appendix A. 
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This dual system of Federal-State regulation, developed over a half-century ago 
when our markets were quite different from today, is an anachronism: OriginaUy 
designed to protect investors, it now disserves them.^ In particular, it enables indi- 
vidual States to frustrate or undermine national policies implemented by the SEC 
for the benefit of investors, such as prospectus simplification; to hinder innovations 
in products or services permitted by Federal law and beneficial to fund share- 
holders; and to impose needless compliance burdens on funds. It also diverts scarce 
resources away from areas where State action is needed to protect investors. 

The "Securities Investment Promotion Act of 1996" presents an unprecedented op- 
portunity to develop a framework for the regulation of mutual funds that would 
eliminate the worst aspects and enhance the best aspects of the current system. The 
Institute strongly supports the provisions in the legislation that would vest exclu- 
sive authority for the registration of mutual funds and the regulation of shareholder 
communications in the SEC, while preserving to the States the ability to inves- 
tigate and prosecute fraud and sales practice abuses.^ This approach would end the 
duplication and inefHciencnr inherent in the current system of regulation, and en- 
hance the ability of the SEC to set uniform national policy. States, in turn, could 
concentrate their efforts and resources in areas that would provide increased in- 
vestor protection — ^investigating customer complaints, prosecuting fraud and sales 
practice abuses, and providing investor education. To ensure that States are not 
hampered in these activities, the Institute strongly supports express provisions in 
the legislation fuUy preserving State authority to require notice filings, impose and 
collect fees, and prosecute fraud. 

To ensure that legislation reserving sole authority over mutual fund prospectuses, 
advertisements, and operations to the SEC achieves its intended purpose, it is im- 
perative that States be precluded from indirectly regulating funds in these areas. 
States thus should not be permitted to affirmatively regulate mutual fund prospec- 
tuses or advertising under the guise of their authority to redress "fraud" or r^mate 
broker-dealers. Th^ concern is not merely theoretical. For example, as described in 
Appendix B, State examiners often cite their anti-fraud authority when issuing com- 
ments on fund prospectuses. We are aware of one instance in which a State recently 
attempted to r^^ate mutual fund prospectus disclosure by imposing conditions on 
broker-dealers selling the fund's shares. In this instance, the State approved the 
fund's registration but only upon the condition that each broker-dealer and its reg- 
istered representatives selling the fund's shares provide to investors in the State 
disclosure about the fund in addition to the disclosure in the fund's prospectus. Ac- 
tions such as this evidence the need to ensure that S. 1815 is drafted in a manner 
that would prohibit States from doing indirectly what the law would prohibit them 
fix)m doing curectly.'* 

The Institute concurs with the assessment of the SEC that this new Federal- 
State partnership can be implemented without compromising investor protection.* 
The chief legal offices of a number of States, elected officials with key responsibility 
for protecting consumers against fraudulent conduct, have signaled their support 
for this reallocation of regulatory responsibilities over mutual funds. These include 
Attorney General James Gilmore lit of Virginia, Attorney General Scott Harsh- 
barger of Massachusetts, Attorney General Daniel Lungren of California, and Attor- 
ney General Dennis Vacco of New York. Attorney General Vacco, for example, who 



'Appendix B contains a detailed discussion of State and Federal regulation of mutual funds 
and uie problems inherent in our current system. 

^ Last Fall, NASAA created a Task Force on the Future of Shared State and Federal Securi- 
ties Regulation" to define "the future of how the U.S. Federal and State Governments divide 
up recn^tion of the securities mariietplace." The President of NASAA and Chairman of the 
Task Force, Dee Harris, has said the Task Force expects to issue a report of its findings and 
recommendations later this year. According to public comments by persons familiar with the 
i¥oik of the Task Force, the Task Force's report is expected to recommend vesting exclusive au- 
thoritv for the regulation and review of mutual funds in the SEC, while preserving to the States 
the ability to prosecute fraud and sales practice abuses and to impose and collect fees. While 
the Institute commends the Task Force on its work and would endorse such a recommendation, 
we urge that Congress not await the Task Force's report before proceeding. 

** While we generally support section 308 of S. 1815, we believe that the corresponding pro- 
vision in H.R. 3005, as unanimously reported by the House Commerce Committee, is preferable. 
In particular, H.R. 3005 clearly defines which documents would no longer be subject to State 
regulation and more effectively addresses the potential problem of States circumventing the in- 
tent of the bill through use of their anti-fraud authority and regulation of sales practices. H.R 
3005 also more clearly preserves States' ability to collect fees. 

^See Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, Con- 
cerning H.R 2131, the Capital Markets Deregulation and Liberalization Act of 1995, Before 
the House Subcommittee on Telecommunications and Finance, Committee on Commerce (No- 
vember 30, 1995). 
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has described investor protection as one of his top priorities, has noted that the 
proposal: 

. . . would permit State securities regulators and Attorneys General to devote more 
resources to enforcement efforts redressing sales practice abuses, fraud, and over- 
sight of other types of offerings such as penny stocks, private placements, and lim- 
ited partnerships. ... I believe that the proposed Federal-State partnership for 
regulation of mutual funds in the pending legislation strikes an appropriate bal- 
ance. By avoiding duplication in registration, while maintaining the strong anti- 
fraud provisions in State statutes, the funds, as well as their shareholders, will 
be benefited.^ 

Similarly, Attorney General Lungren has noted that such legislation ''would elimi- 
nate duplicative and conflicting regulation of mutual funds while yet preserving the 
abilitv of States to continue to exercise our anti-fraud authority." ''Attorney General 
Harshbarger has observed that eliminating the duplicative State review would allow 
"State securities regulators and Attorneys General to devote limited State enforce- 
ment resources to the most freauent source of consumer complaints — fraud and 
sales practice abuses — and other less highly regulated seciuities offerings. .,"^ He 
additionally noted that "[rjecent consumer protection issues facing [Attorneys Gen- 
eral] typically concern sales practices in contrast to fund investments, disclosure, or 
advertisements." Similarly, Attorney General Gilmore has steted that such realloca- 
tion is appropriate because "thorough Federal relation [has resulted in mutual 
funds having] an exceptionally high degree of public acceptence and a reputetion 
for being relatively scandal-free."® 

Moreover, an increasing number of Stetes have recognized the wisdom of defer- 
ring to the SEC the registration and review of fund offerings and have taken steps 
at the Stete level to reform regulation of mutual funds in this manner. Since Con- 
gress began the debate last summer on the need to modernize mutual fund regu- 
lation, at least three Stetes — California, Florida, and Wisconsin — ^have introduced 
legislation that would eliminate Stete review of mutual fund offerings. While they 
are importent, these Stete legislative initiatives are no substitute for legislation 
such as S. 1815. The Hawaii Securities Act, for example, was recentlv amended to 
narrow the exemption from registration for mutual funds that had been in effect 
since 1981 despite the lack of any evidence suggesting this was necessary or in the 
interest of Hawaii's investors. Ironically, Hawaii s Act will continue to provide a self- 
executing exemption from registration for all securities restored with the SEC 
under the Securities Act of 1933 except shares of mutual funas. 

Individual or collective Stete action to reform mutual fund regulation cannot and 
would not obviate the need for Congress to realign regulatory responsibilities. It has 
been reported, for example, that NASAA is seeking to organize a consortium of 
Stetes to collectively review mutual fund registrations. Even if such a consortium 
was organized successfully, it would not substitute for Federal legislation because 
it could not address the problems inherent in the dual system of Stete and Federal 
regulation. To begin with, the notion presumes that all Stetes that regulate mutual 
funds would cede voluntarilv their separate sovereign authority to the collective au- 
thority of the consortium. ^° The divergent patterns of regulation of mutual funds 
over me past 50 years casts serious doubt upon the ability of such a voluntary effort 
to succeed even ab initio y let alone over a substential period. More fundamentally, 
the consortium at best would needlessly duplicate the SEC's review of mutual fund 
offerings or at worst perpetuate the imposition on funds of investment limitetions 



®See letter to the Honorable Alphonse D'Amato, U.S. Senate, from the Honorable Attorney 
General Vacco, dated April 25, 1996, which expresses support for provisions in H.R. 3005 relat- 
ing to the reallocation of responsibilities between the Stetes and the SEC in the regulation of 
mutual funds. Such provisions in H.R. 3005 are similar to those of section 308 of S. 1815. 

''See letter to the Honorable Christopher Cox, U.S. House of Representetives, from the Honor- 
able Attorney General Lungren, dated May 1, 1996. As with Attorney General Vacco's letter, 
Attorney General Lungren's letter relates to his support for provisions in H.R. 3005 that are 
similar to those of section 308 of S. 1815. 

^See letter to the Honorable Jack Fields and Edward J. Markey, U.S. House of Represente- 
tives, from the Honorable Attorney General Harshbarger and others, dated March 6, 1996, ex- 
pressing support for provisions in H.R. 2131 relating to mutual fund regulation that are similar 
to those of section 308 of S. 1815. 

^See letter to the Honorable Thomas J. Bliley, Chairman, Committee on Commerce, U.S. 
House of Representetives, from the Honorable Attorney General Gilmore, dated May 13, 1996. 
As with Attorney General Vacco's letter, Attorney General Gilmore's letter relates to his support 
for provisions in H.R. 3005 that are similar to those of section 308 of S. 1815. Copies of all four 
letters are set forth in Appendix C. 

^°We imderstand that Ohio already has notified NASAA that it is imable, under current Stete 
law, to waive its inconsistent investment limitetions and disclosure requirements. 
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or disclosure requirements that are inconsistent with Federal law. Thus, it would 
perpetuate the very problem that S. 1815 is intended to address. 

Our experience over the last half-century amply demonstrates that State "solu- 
tions" to the problems inherent in the current system will fail — it is crucial that 
Congress act this year to rationalize the allocation of responsibilities between Fed- 
eral and State regulators. 

m. The Institute Supports Amending the Investment Advisers Act 
to Provide a More Rational Division of Regulatory Responsibility 
for Investment Advisers 

As it does with mutual fund regulation, S. 1815 recognizes the need to modernize 
the system of r^^ation of investment advisers that was developed over 50 years 
ago. Under the current system, investment advisers are regulated under both the 
Federal Investment Advisers Act of 1940 and the Seauities Acts of each of the 
States in which they conduct business." This system serves the interests of neither 
regulators nor advisers: Federal and State regulators are unable to utilize their re- 
spective resources prudently; and advisers must comply with regulatory require- 
ments that vary between State law and Federal law and from State to State. 

A Current System of Regulation 

The Investment Advisers Act was passed in 1940 with the understanding that the 
business of investment advisers is a matter of national concern, in that their trans- 
actions ''occur in such volume as substantially to affect interstate commerce, na- 
tional securities exchanges, and other securities markets, the national banking 
system, and the national economy."* ^^ As a residt, the Act's provisions are designed 
to regidate a business that operates on a national scale. And yet, not all advisers 
conduct business on a national scale. NASAA President Dee Harris has noted, ''be- 
cause a large msgority of investment advisers operate only at the State level and 
not at the national level, it was the States that nrst became aware of the real need 
to update and modernize the laws governing this burgeoning industry." ^^ 

Consistent with the interests of States in preventing, detecting, and prosecuting 
fraudulent investment advisers, NASAA recently endorsed a system or State and 
Federal regulation of investment advisers wherein: 

. . . the State securities agencies would assume primary responsibility for examin- 
ing advisers who manage fewer assets. Larger advisers, in turn, would remain 
registered with the SEC and would be relieved from State registration and regula- 
tion. It is this type of updated division of responsibility between the States and 
the Federal Government that NASAA commends ... as a framework for thinking 
about modernizing seciuities regulation in general.^'* 

This approach to reallocating responsibilities has the Institute's support because we 
believe it to be in the best interest of investors. It likewise has been endorsed by 
the SEC.15 

B. S. 1815 Would Remedy the Problems in the Current System 

The Securities Investment Promotion Act of 1996 adopts the approach urged by 
NASAA, the SEC, and the Institute. It would end duplicative regulation by vesting 
exclusive authority for larger advisers and advisers to mutual funds in the SEC, and 
for smaller advisers exclusively in the States, thereby allowing the States and the 
SEC to utilize more effectively their regulatory presence and resources.^® 



** All States, with the exception of Colorado, Iowa, Ohio, and Wyoming, require the registra- 
tion of investment advisers. 

*^ Section 201 of the Investment Advisers Act of 1940. 

^^ Statement of Dee R. Harris, Director, Division of Securities Arizona Corporation Com- 
Zbission, President, NASAA, Before the Subcommittee on Telecommimications and Finance, 
Oommittee on Commerce, U.S. House of Representatives, H.R. 2131, the "Capital Markets De- 
r^Hgulation and Liberalization Act" (December 5, 1995). 

^^See Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, Con- 
cerning H.R. 2131, the Capital Markets Deregulation and Liberalization Act of 1995, Before the 
liouse Subcommittee on Telecommunications and Finance, Committee on Commerce (November 
30, 1995), and Testimony of Richard C. Breeden, Chairman, U.S. Securities and Exchange Com- 
ziiission. Concerning the Oversight of Investment Advisers, Before the Subcommittee on Securi- 
ties of Uie Banking, Housing, and Urban Affairs Committee, U.S. Senate (February 20, 1992). 

*®To ensure that larger advisers are subject only to substantive regulation promulgated by 
tihe SEC and not by the States, it is imperative that States be precluded from indirectly regulat- 
ing these advisers through exercising their anti-fraud authority (e.g., alleging that performance 
fte arrangements permitted under the Advisers Act are fraudulent). 
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In addition, vesting exclusive authority over larger advisers in the SEC would 
have the added benefit of relieving such advisers from having to comply with regula- 
tion at the State level that often is inconsistent with analogous Federal regulation. 
Currently, individual States are able to impose idios3nicratic requirements on advis- 
ers, including larger advisers that render advice in all 50 States, as a condition of 
their doing business in such States. Compliance with these disparate regulations 
often requires national advisers to change the way they do business throughout the 
United States or adopt special operating procedures to use in those States imposing 
unique requirements. For instance, it is not unusual for a single State to require 
an adviser to change provisions in its customer contract, notwithstanding the fact 
that the contract is acceptable to the SEC and all other States. This requires the 
adviser either to change its contracts in every State or to develop a unique contract 
for use in that single State, thereby increasing its compliance burdens. S. 1815 
would eliminate the need for advisers to change their method of doing business 
based upon the State of residence of their clients, a consequence of the current sys- 
tem of duplicative and inconsistent regulation. 

Similarly, those advisers that would remain subject to State regulation but that 
conduct business in more than one State would benefit from provisions in the 
bill establishing uniformity of regulation in State net capital, bonding, and books 
and records requirements, which should alleviate some of their current compliance 
burdens.^'' 

Because the system proposed by S. 1815 would provide for far more effective and 
efficient regulation than does current law, the Institute strongly supports adoption 
of the system proposed by this legislation. 

We urge, however, that the Committee incorporate two important technical 
amendments to section 103 of the bill. First, the provision governing those advisers 
and their "employees" that are excluded from State regulation should be amended 
to expressly clarify that use of the phrase "employees" also includes other persons, 
such as independent contractors, who are associated with and render advice on be- 
half of the adviser. This is necessary because some advisers utilize independent 
contractors rather than employees. We note that section 401(g) of the 1986 NASAA 
Model Amendments to the Uniform Securities Act provides a definition of "in- 
vestment adviser representative" that may be appropriate to address this concern. 
Second, the provision in section 103 of the bill, which preserves State filing require- 
ments, should be narrowed. This provision currently would permit States to require, 
solely for notice purposes, the fihng of any document relating to an adviser^s em- 
ployee "whether or not such document may be required to be filed with the [SEC]." 
Because this provision seems overly broad, we recommend that it be amended to re- 
qtiire only the filing of any uniform registration form developed by the NASD and 
NASAA {e.g.f the Form U-4, Uniform Application for Securities Industry Registra- 
tion) as well as any attachments thereto {e.g.y disciplinary documents). These docu- 
ments should provide States sufficient notice of an adviser's representatives. 

IV. The Institute Supports Modernizing the Investment Company Act 

With the growth of the mutual fund industry and its increasingly important role 
in our capital markets, there is a compeUing national interest in making certain 
tJiat Federal regulation of mutual funds remains as effective in the future as it has 
been in the past. While we believe that the existing scheme of Federal regulation 
is extraordinarily sound, we commend the Committee for recognizing the desirabil- 
ity of amending the Investment Company Act to keep pace with developments in 
our markets and changes in the needs of investors. We especially support the provi- 
sions of the bill that would: (a) facilitate communications between mutual funds and 
investors; (b) permit innovation in mutual fund products and services; and (c) pro- 
mote cost-effective regulation of mutual funds. 



^'Because there is no uniformity among States in their disclosure requirements and de min- 
imis exemptions, the Institute recommends that the Committee amend section 104 of S. 1815 
to include a uniform disclosure requirement and de minimis exemption. With respect to a uni- 
form disclosure requirement, we recommend that S. 1815 be amended to prohibit a State from 
requiring any disclosure in addition to that required by the State in which the adviser is reg- 
istered and maintains its principal place of business. With respect to a de minimis exemption, 
we recommend that the bill be amended to provide that if an adviser is registered in the State 
where it maintains its principal place of business and has no place of business in another State 
nor more than a specified number of clients {e.g.y 15) in that State within a 12 month period, 
the adviser need not register as an investment adviser in such State. 
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A. Faciutating Communications with Investors 

One of the most important ways in which mutual funds seek to serve investors 
is through a regular stream of communications.^® The quality of communications 
with investors is a matter of critical importance to the mutual fund industry— effec- 
tive communication helps investors make informed investment decisions and ulti- 
mately helps maintain investor confidence. In this regard, the Institute strongly 
supports the "advertising prospectus'* provision includeain S. 1815. Enhanced flexi- 
hUity for mutual fund advertisements represents an important step toward facilitat- 
ing and improving communications with mvestors. 

B. Permitting Innovation in Products and Services 

Mutual funds have been leaders in responding to changing investor needs over the 
past several decades by introducing new product and services. For example, taxable 
money market funds were developed in 1972; long-term tax-exempt funds were first 
offered in 1976; tax-exempt money market funds were introduced in 1979* and, dur- 
ing the 1980's, international funds, precious metal funds, Ginnie Mae funds, and 
Government income funds were developed. In addition, in recent years the industrv 
has developed several new structures tor mutual funds — ^including funds with mul- 
tiple classes of shares and master/feeder funds — that are designea to achieve econo- 
mies in fund management and facilitate distribution. Among tne manv new services 
funds have introduced for their shareholders are toll-free (800) telephone numbers, 
24-hour telephone access, consolidated account statements, shareholder newsletters, 
shareholder cost basis information, automatic withdrawals and reinvestment of fond 
dividends, and investor information through the Internet and on-line computer serv- 
ices. Progress is being made, as well, on permitting investments in mutual funds 
through on-line computer services and the Internet. 

For the most part, the present Federal regulatory framework is flexible enough 
to permit such innovations.^^ The SEC has oroad authority to adopt rules and to 
issue individual exemptive orders that permit the industiy to respond to market 
chances and new investor preferences. For example, the SEC recently granted addi- 
tional exemptive relief to certain mutual fund urms currentlv operating ""funds of 
funds." ^ Nevertheless, we beUeve that section 202 of the bill, regarding "fund of 
funds," is an important change to the Investment Company Act because it would 
make it possible for many mutual funds to offer this innovative product without the 
need to obtain exemptive relief, a process both time consuming and expensive. We 
thus support section 202 of the bill, which would maintain investor protections 
while permitting funds to give investors access to a broader array of investment 
products. ^^ 

C. Promoting Cost-Effective Regulation 

To promote cost-effective regulation, legislative changes should reduce burdens on 
mutual funds wherever this is possible without diminishing investor protections. 
Section 203 of the bill would provide mutual funds with more flexibility regarding 
the registration of their securities with the SEC. This is an excellent example of a 
change that would simplify compliance burdens for mutual funds without sacrificing 
investor protection. The Institute strongly supports this provision.^ 

We are concerned, however, that section 310 of the bill, which would reqtiire the 
SEC*s Chief Economist to prepare a report on each proposed SEC regulation, may 
unduly delay rulemaking initiatives of importance to the Institute and its members 
and unnecessarily burden the SEC staff, we question whether this provision is nec- 



^® These communications include the mutual fund prospectus, reports that mutual funds are 
required to send to their shareholders on at least a semi-annual basis, and proxy materials on 
matters for shareholder votin|^. Mutual funds also typically provide investors wim a wide vari- 
ety of other materials, including educational materials that cover such topics as saving for re- 
tirement or college education, the state of the securities markets, and how mutual funds are 
operated and regulated. Fimds often include this type of information in newsletters, prospectus 
Ntrrappers," advertising and sales literature, as well as in their prospectuses and shareholder 
x-eports. 

^9 As discussed above, the State framework, in contrast, often serves to hamper or impede the 
xiational use of such innovations. 

^ A "fund of funds" is a mutual fund that invests in other mutual fimds. It can enable inves- 
"txirs to diversify their portfoUos in a cost-effective manner. 

^^We also are pleasied that this provision would confirm the SEC's authority to grant exemp- 
tive relief to other "fund of funds" {e.g., funds investing in unaffiliated funds) in addition to the 
exemptive relief granted statutorily. 

^vfe would strongly urge the Committee, however, to make certain technical refinements in 
tiiis provision. This is necessary to assure that, imder the proposed new registration system, 
xnutiial funds may sell shares duly registered under current section 24(e) of the Investment 
Oompany Act without the payment of additioncd registration fees. 
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essary, especially in light of existing requirements that already require the SEC to 
consider burdens imposed by any new regulation. 

V. Congress Should Proceed Very Cautiously When Considering * 

Exemptions From the Investment Company Act 

A. Private Investment Companies 

The Institute supports the enactment of an exemption for private investment com- 
panies premised on the idea that certain institutional investors and wealthy individ- 
uals can fend for themselves and do not necessarily need the protections provided 
by the Investment Company Act. Such an exemption is consistent with the goal of 
cost-effective regulation, because it would allow the SEC to direct its regulatory ef- 
forts and resources toward those investors who most need the protections of the In- 
vestment Company Act. 

Nevertheless, any such proposed exemption implicates important public policy 
concerns. To its great credit, Cfongress always has acted cautiouslv ana deliberately 
in exempting pooled investment vehicles from the Investment Company Act, and 
has had due regard for the potential losses that can accrue to investors when pooled 
vehicles are relieved of the Act's requirements.^^ The Askin hedge ftind collapse. 
New Era scandal, Orange County municipal investment pool bankruptcy, the deci- 
sion to terminate the Texas Public Funds Investment Pool — ^these and many other 
examples demonstrate that even ""sophisticated investors'' are quite susceptible to 
losses that can result from investing in unregulated pooled vehicles.^'* 

The abuses that led to enactment of the Investment Company Act and the prob- 
lems that have arisen subsequently in connection with unregulated pools should 
discourage Congress from adopting any but a narrow and very carefuUy tailored ex- 
emption from the Act.^'^ Indeed, the losses incurred by investors recently in exempt 
pools have prompted State governmental authorities to consider applying the prin- 
ciples of the Investment Company Act to these vehicles. The Special Committee on 
Local Government Investments of the California Senate recommended to the Cali- 
fornia legislature, for example, that ""consideration should be given to enactment of 
legislation at the State level that would parallel the provisions contained in the 
Investment Company Act of 1940. Such legislation would provide comprehensive 
guidelines similar to those governing mutual funds that have served the country 
well at the national level for 50 years." 2® In addition, the California Treasurer re- 
portedly expressed strong support for requiring that local governmental pools mark 
their portfolio securities to market, reasoning. By marking to market, I think those 
in the Orange County pool would have known much sooner . . . that they were in 
deep trouble." 27 The Act generally requires mutual funds, of course, to mark their 
portfolios to market on a daily basis. 

The Institute therefore opposes the scope of the qualified purchaser exemption in- 
cluded in S. 1815. In particular, we are extremely concerned by the low dollar 
thresholds prescribed by section 207. Under section 207, natural persons who own 
at least $5 million in investments and institutional investors who own at least $25 
million in investments would be considered qualified purchasers. These thresholds 
simply are not sufficient to assure that these exempt pools will be available only 
to those investors with the financial resources, bargaining power, and securities in- 
vestment acumen to safeguard their own interests in the absence of the investor 
protections of the Investment Company Act. We also believe that measuring a quali- 
fied purchaser's ""investments," ratner than securities holdings, is inappropriate. As 



23 For example, section 3(cXl) with its 100 investor limit and public offering prohibition is de- 
signed to ensure the private nature of the company being exempted. Congress' willingness to 
exempt private investment companies in 1940 was premised on the notion that there was not 
a significant enough public interest in a company with such a limited number of investors that 
did not publicly offer its securities. 

^*See In the Matter of Askin Capital Management, L.P. and David J. Askin, Investment Ad- 
visers Release No. 1492 (May 23, 1995). See also Lewis, "Separating Rich People from Their 
Money,** New York Times Magazine (June 18, 1995); "Orange County, Mired In Investment 
Mess, Files for Bankruptcy,** Wall St. J. (Dec. 7, 1995); Preston, "Texas Mimicipal Investment 
Pool Members Decide to Close Fimd,** The Bond Buyer (May 29, 1996). Copies of these articles 
are set forth in Appendix D. 

2° Attached as Appendix E to this testimony is a simimary of allegations broueht against im- 
registered pooled mvestment vehicles since 1980— arguably all of them could have oeen pre- 
vented if the pooled vehicles had complied with the standards erected imder the Investment 
Company Act. 

26 See 'The Orange County Bankruptcy: Broad Repercussions, New Public Policy" (August 
1995). 

2'' California Treasurer Urges Regular Pool Fund Reporting to Flag Portfolio Risk,** The Bond 
Buyer (Jan. 17, 1995) (comments of Matt Fong, Treasurer). A copy of this article is set forth 
in Appendix D. 
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he SEC recognized in adopting Rule 144A under the Securities Act of 1933, the 
ocus of an exemption based on the financial acumen of an investor should relate 
the extent to which a person is invested in and familiar with securities y not with 
he many other possible forms of investments. 

The bill's low statutory thresholds are all the more troubling because the bill also 
irould permit the SEC to lower the thresholds still further. Because the concept of 
n exemption under the Investment Company Act based on the presumed finan- 
ial sophistication of investors is so untested and the potential risks so signifi- 
ant, Congress — not the SEC — should prescribe meaningful standards to define who 
irould be a qualified purchaser. In addition, the bill's broad grant of rulemaking au- 
hority to the SEC would be unprecedented and inconsistent with the fundamental 
tructure of the Investment Company Act. Congress has appropriately authorized 
he SEC to grant exemptions from specific provisions of the Act and such authority 
las been a major factor in the Investment Company Act's success. Nowhere in the 
nvestment Company Act, however, has Congress ever granted the Commission 
nrte blanche to exempt such a broad class of pooled vehicles from all provisions of 
lie Act. The fundamental philosophy reflected in the Investment Company Act is 
liat Congress, and not the SEC, wUl establish the scope and applicability of any 
wholesale exemption. There is no reason to take '^ different approach in the case 
>f qualified purchasers. 

We iirge that the bill be revised to permit natural persons with $10 million in 
securities of unaffiliated issuers and institutional investors with $100 million in se- 
mrities of unaffiliated issuers to invest in the newly excepted private investment 
»mpanies. We believe that these thresholds would reasonably indicate that inves- 
x>rs in the excepted investment companies are capable of safeguarding their own in- 
:erests without the protection of the Investment Company Act.^® For the reasons 
ust stated, we strongly recommend eliminating from the bill the grant of authority 
x> the SEC to lower any dollar thresholds. ^^ 

We note that it has been suggested that enactment of an exemption for qualified 
purchaser pools would facilitate venture capital pools' investment in small busi- 
lesses. While the Institute strongly supports efforts to enhance the flow of capital 
10 small businesses, it is important to point out that S. 1815 would not require 
lualified purchaser pools to invest any of their assets in securities issued by start- 
ip companies or other small businesses. As a result, any qualified purchaser pool 
mild invest all of its assets in large companies listed on the New York Stock Ex- 
hange, in foreign securities, or in derivatives. If the capital requirements of small 
^iisiness justify the broad exemption provided by S. 1815, then the Institute respect- 
ally suggests that the Committee revise the exemption to require the exempt pools 
D provide capital to small businesses by restricting their portfolio holdings wholly 
r principally to securities of smaller business enterprises and other appropriate 
ivestments. 

\. Church Employee Pension Plans 

The Institute opposes theprovision in S. 1815 that would exempt funding vehicles 
>r church pension plans. The Investment Company Act currently provides exemp- 
Lons for certain pension plans and their funding vehicles. Generally, these exemp- 
lons are based on the applicability of an alternative regulation — ^for the plans, 
inder the Employee Retirement Income Security Act of 1974 ("ERISA"); for the 



*® We note that H.R 3005 would deem as qualified purchasers natural persons with $10 mil- 
on in securities of certain unaffiliated issuers and any other person with $100 million in securi- 
ies of certain unaffiliated issuers. Similarly, the SEC staff has said that, at least initially, the 
efinition of qualified institutional buyer in Rule 144A under the Securities Act of 1933 would 
epresent an appropriate level of sophistication for institutions investing in an exempt qualified 
nunchaser pool. Qualified institutional buyer is defined to include certain entities that own and 
avest on a discretionary basis at least $100 million in securities of unaffiliated issuers. See Pro- 
ecting Investors: A Half Century of Investment Company Regulation (May 1992) at p. 113. 

^In addition, we uree the Committee to eliminate the bill's provision that would deem any 
amily unit with $6 million in investments, in the aggregate, to be a qualified purchaser. This 
>rovi8ion in effect would permit an unlimited number of unsophisticated investors to invest in 
[ualified purchaser pools contrary to the express purpose of the exemption, which is to permit 
»nly those persons who can safeguard their own interests to invest in an unregulated fund. In 
iddition, to broadly permit family members to aggregate their investments would be inconsist- 
ent with Regulation D under the Securities Act (wmch permits certain "accredited investors" 
x> purchase imregistered securities). Finally, the need for this exemption has not been ade- 
quately demonstrated, especiallv in light of the flexibility already provided by section 207 that 
nrould permit certain trusts (including family trusts) to invest in qualified purchaser pools, even 
if the trust's beneficiaries are not qualified purchasers. 
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funding vehicles, under banking and insurance law.^^ By contrast, the new exemp- 
tion in S. 1815 for church pension plans is unprecedented: Participants would not 
have available alternative legal protections. ERISA typically does not apply to 
church pension plans. Similarly, banking and insurance law would not apply to the 
funding vehicles. 

In addition, we do not believe that the Internal Revenue Code or State trust law 
would adequately protect participants in church pension plans. While the Internal 
Revenue Code only applies to church plans qualified under section 401(a) of the In- 
ternal Revenue Code, the provision in S. 1815 is not limited to such qualified plans. 
Moreover, the objectives of the Internal Revenue Code are entirely different from 
those of the Investment Company Act. Unlike the Investment Company Act, which 
is designed to protect investors, the Internal Revenue Code is desired to raise tax 
revenues in a uniform and nondiscriminatory manner. Tax rules, therefore, are not 
a suitable vehicle for protecting investors. There is also no basis for believing that 
State trust law can adequately protect church plan participants. ERISA was en- 
acted, in large part, because State law proved to be inconsistent and ineffective in 
regulating pension plans. State law remedies were notably inadeouate in dealing 
with multi-State plans, because of the problems posed for an individual State in as- 
serting jurisdiction over out-of-State parties. There is no reason to believe that State 
law would be any more effective today than it was in 1974, when ERISA was en- 
acted.^* Finally, the bill's proposed disclosure requirement is no substitute for the 
substantive protections provided to investors by the Investment Company Act. 

VL The Institute Opposes Relaxing Provisions in the Investment 
Company Act Relating to Business Development Companies 

In 1980, Congress enacted the "Small Business Investment Incentive Act of 1980," 
which amended the Investment Company Act to authorize the creation of business 
development companies (*'BDC's"). Unlike traditional mutual funds, which are de- 
signed to be passive investment pools, BDC's are designed to assist in the financing 
of small business by directly providing capital and managerial assistance. As the 
Report of the House Committee on Interstate and Foreign Commerce on H.R. 7554 
(wnich ultimately was adopted as the ''Small Business Investment Incentive Act of 
1980") stated: 

One of the key characteristics which distinguishes business development compa- 
nies from other entities that are subject to the [Investment Company] Act is the 
significant managerial assistance which business development companies make 
available to their portfolio companies. The Committee understands that business 
development companies are not operated for the purpose of making passive invest- 
ments in securities, but rather seek to provide significant guidance and counsel in 
the management and operations of the companies to which they furnish capital, 
and to work closely with each portfolio company in establishing the portfoHo com- 
pany's business objectives, policies, and corporate strategy. ^^ [Emphasis added.] 

In discussing the restrictions imposed on BDC's under the provisions adopted in 
1980, the Report further stated that the restrictions "are designed to assure that 
companies electing special treatment as business development companies are in fact 
those that the bill is intended to aid — companies providing capital and assistance 
to small developing or financially troubled businesses that are seeking to expand, 
not passive investors in large, well-established businesses. "^^ 

Wnile certain adjustments to the BDC provisions of the Investment Company Act 
may be appropriate, we are concerned that two of the bill's proposed changes would 
convert BDC's into passive investment vehicles similar to traditional investment 
companies — the very result Congress expressly sought to avoid when it passed the 
1980 legislation.34 



®°We have previously urged that these latter exemptions be repealed because of developments 
in the retirement market and the lack of sufficient alternative regulation. 

®^ Attached as Appendix F is a comparison of the protections provided imder the Investment 
Company Act with those provided under the Internal Revenue Code and ERISA. 

^2 Small Business Investment Incentive Act of 1980, H. Rep. No. 1341, 96th Cong., 2d Bess., 
at 32. 

33 /rf at 23. 

3^* Former SEC Commissioner Roberts expressed opposition to substantively identical amend- 
ments contained in a prior bill, the Small Business Incentive Act of 1993, S. 479, 103d Cong., 
1st Sess. (Nov. 3, 1993), particularly given the SEC's enforcement interest in BDC's: 

In 1992, there were only about 49 active BDC's; yet, according to information provided to me 
by the Commission's Division of Enforcement last year, about seven BDC's have been, or are 
expected to be in the near future, the subject of a Commission enforcement action. This is an 
extraordinary amount of enforcement activity for such a small universe. It strikes me as ludi- 
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A. Managerial Assistance 

The Institute opposes section 304 of the bill, which would relax the current re- 
qtiirement that BDC's make available to any eligible portfolio company significant 
managerial assistance. The current exemptions that BDC's have from various provi- 
sions of the Investment Company Act {e.g. , those concerning pricing, capital struc- 
ture, and affiliated transactions) cannot be justified from an investor protection 
perspective unless the BDC acts in a manner consistent with its fundamental nature 
and nistoric purpose — i.e., making available significant managerial assistance to its 
portfolio companies. To exempt BDC's from tms requirement would cause them to 
more closely resemble traditional investment companies, thereby eviscerating the 
basis for their streamlined regulation under the Investment Company Act. 

B. Purchases in the Secondary Market 

The Institute also opposes section 305 of the bill, which would permit BDC's to 
purchase the securities of eligible portfolio companies from persons other than the 
issuer or its affiliated persons. By allowing BDC's to purchase securities in the sec- 
ondary market, BDC's would no longer be providing capital to small business. In 
this manner, the bill would transform these companies into passive investment 
pools — ^in effect, "small cap" investment companies — that are exempt from many of 
the investor protection provisions of the Investment Company Act. This weakening 
of investor protection could have an additional perverse effect, by allowing BDC's 
to provide capital not to the small business issuer, but to dealers in the secondary 
market. We urge, therefore, that the Committee eliminate sections 304 and 305 
from the bill. 

Vn. The Need for Congressional Action 

We applaud the Committee for considering this landmark legislation that would 
rationalize the allocation of mutual fund and investment adviser regulation between 
the SEC and the 50 States and modernize the Investment Company Act in several 
respects. 

As this legislation progresses, however, we urge Congress to act cautiously in 
considering proposed exemptions fix>m the Investment Company Act, especially the 
exemption for qualified purchaser pools. While we support the concept of such an 
exemption, we believe the scope of the provision in S. 1815 is overly broad. We also 
respectfully urge no action on the proposed exemption for funding vehicles for 
church pension plans and the relaxation of requirements for business development 
compames. 

We stand ready to work with 3rou to assure enactment of this important legisla- 
tion in 1996 and thank the Committee for providing this invaluable opportunity. 



crous to support an expansion of the ability of BDC's to operate in the face of such extensive 
enforcement experience. The notion that the legislative expansion of BDC's would be anjrthing 
other than destructive to the small company capital formation system belittles the Commission's 
enforcement efforts in the BDC area and is sheer folly. 

Remarks of Richard Y. Roberts, Commissioner, U.S. Securities and Exchange Commission, Be- 
fore the Regional Investment Brokers' 52nd Investment Banking Conference (March 26, 1993). 
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APPENDIX B 
State Regulation of Mutual Funds 
I. The Current System of Mutual Fund Regulation 

A. Federal Regulation 
Mutual funds are the most regulated issuers of securities under the Federal Secu- 
rities Acts. Every fund is subject to all four of^the major Federal Securities Acts. 
The Securities Act of 1933, which requires the registration of fund shares, requires 
prospectus disclosure and strictly rebates the contents of advertising. The Securi- 
ties Exchange Act of 1934, along with the regulations of the National Association 
of Seciuities Dealers, Inc., regulates distributors of mutual funds. The Investment 
Advisers Act of 1940 provides for the registration and r^^ulation of investment ad- 
visers to mutual funds. Most importantly, mutual funds are subject jto the Invest- 
ment Company Act of 1940.^ While the other Federal securities laws are designed 
to protect investors primarilv through disclosure, the Investment Company Act im- 
poses a series of detailed, substantive reauirements and restrictions on the structure 
and day-to-day operations of mutual funds. The core objectives of the Act are to: 

• Ensure that investors receive adequate, accurate information about the mutual^ 
fimd; 

• Protect the physical integrity of the fund's assets; 

• Prohibit or regulate forms of self-deaUng; 

• Restrict unfair and unsound capital structures; and 

• Ensure the fair valuation of investor purchases and redemptions. 

In order to achieve these core objectives, the Act establishes a strict regulator>^^ 
scheme for mutual funds, including the requirement that every fund mark all of it^s 
assets to market every day, flat prohibitions against transactions between a ftrnc^ 
and its managers, strict liinits on leveraging, and a statutoxy system of independen.'C; ^ 
directors. These provisions are unique to the mutual fund industry and apply to al£ 
mutual funds, regardless of the State in which they or their advisers are incoir- 
porated or organized, and regardless of where the funds' shareholders reside. 

The Investment Company Act is an unusually effective statute. Its provisions, as -^ 

administered by the SEC, have helped mutual funds to avoid the problems and ^ 

scandals that have wracked other types of pooled investment media — ^from real es- 
tate investment trusts in the early 1970's to the Orange County municipal fund in 
1994. It is worth noting in connection with the Orange Coimty fund that the Special ^^ 

Committee on Local Government Investments of the Califomia Senate made the "^ 

following recommendation to the Califomia Legislature: ''Consideration should be __ 

g^ven to enactment of legislation at the State level that would parallel the provi- 

sions contained in the Investment Company Act of 1940. Such legislation would pro- ^ 

vide comprehensive guidelines similar to those governing mutual funds that have 
served the country well at the national level for 50 years.*^ 

B. State Regulation 

Because most funds are sold in all 50 States, in addition to the Federal securities ^ 

laws, mutual funds must comply with State securities laws. While, arguably, there ^^ 

may have been some basis for States to have been involved in the registration of ^^ 

mutual fund shares during the early part of this century, since the enactment of 
the Federal securities law, and especiaUy the Investment Company Act of 1940, and 
the rise of mutual funds as national securities offerings, such State regulation is at 
best anachronistic and is contrary to the interests of the very investors it is in- 
tended to serve.^ From any public policy or investor protection point of view, there 
is no justification for requiring a mutual fund to obtain the imprimatur of 50 dif- 
ferent States before it can be offered for sale nationwide. And yet, each mutual fund 
must now comply with the State Securities Act, or "blue sk]?* law, in every State 



^ 



3:^ 



^ In addition to the Federal securities laws, almost all mutual funds qualify as ''regulated in- 
vestment companies" under Subchapter M of the Federal Internal Revenue Code in order to 
avoid the imposition of double taxation on the funds and their shareholders. Subchapter M im- 
poses a number of substantive requirements concerning asset diversification, sources of income, « ^^e, 
and current distribution of income to fund shareholders. 

2 The Orange County Bankruptcy: Broad Repercussions, New Public Policjr** Report of the -^^-^le 
Califomia Senate Special Committee on Local Government Investments (August 1995). 

^The first State blue sky law was passed by Kansas in 1911. A little over a dozen years later,«. ^^iKr-sr, 
in 1924, the first mutual fund was created in Boston. Over the next two decades, each of tfae^^^^r^e 
four Federal Securities Acts discussed above was passed. At the time the Investment Compan3^^.^riy 
Act was passed, the mutual fund industry had assets of approximately $448 million. Today iW'^X' it 
has assets in excess of $3 trillion. 
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in which its shares are sold. Because each State has its own ideas about how best 
to regulate mutual funds, State regulation of such offerings has evolved literally as 
a crazy quilt of inconsistent regulation. The Institute has identified at least 16 cur- 
rent variants on mutual fund regulation at the State level. For example: 

• Some States exempt all mutual funds from registering their shares for sale, 
most do not. Of States granting exemptions, all but one require funds to make 
filings. 

• Some States exempt only some funds from registration. Of these, some actively 
review the prospectuses of those funds that do not claim the exemption; others 
do not. 

• Of those States that do not grant exemptions, some actively review mutual fund 
prospectuses and written advertising; others do not. Some review prospectuses, 
but not advertising. 

• Some States impose their own restrictions on mutual fund portfolio invest- 
ments; most do not. 

The map in Appendix A illustrates the different standards currently applied by the 
different States — and the hodge-podge of regulatory approaches and requirements 
-that confront mutual funds today. 

Complicating this picture is me fact that States may exercise their authority in 
a fashion seemingly so arbitrary and disjointed that mutual funds are never certain 
or confident of the regulatory standards they must meet in order to obtain or main- 
tain a required registration. Such standards typically are unwritten and within the 
discretion of the particular State analyst reviewing the fund's re^stration. It is not 
xincommon for a fund to "discover'' such standards when it apphes for registration 
said receives comments from the State examiners. There is no assiirance, however, 
that these are the same standards funds will have to meet tomorrow or the next 
day. It is no exaggeration to say that these standards change from day to day, year 
to year, fund to mnd, and State analyst to State analyst. 

IL Problems with the Current System 

SEC Chairman Arthur Levitt, Jr., recently noted that "[t]he current system of 
dual Federal-State regulation is not the system that Congress — or the Commis- 
sion — ^would design toaay if we were creating a new system."^ We certainly agree. 
The current system disserves investors by needlessly duplicating, and often under- 
mining, national regulatory initiatives of the SEC. It helps pi^uce prospectuses 
that are lengthy, complex, and difficult to comprehend. It hinders innovations in 
fund products and services permitted by Federal law. It imposes undue compliance 
burdens on funds. It diverts State resources from enforcement and investor edu- 
cation, where vigorous State action is required. 

In the sections that follow, we provide detailed examples of how certain States 
r^^ulate mutual fund investments and disclosiire, and how such regulation disserves 
investors by undulv complicating and len^ening prospectuses, undermining na- 
tional initiatives of the SEC intended to benefit investors, and retarding product 
and service innovations. These examples are based on reports by Institute members 
across the country of the real-life consequences of the dual regulatory system as its 
exists today. These examples — ^troubling though they are — ^are not an indication of 
any ill will. In the Institute's experience, individual State regulators genuinely in- 
tend to serve the interests of the investing public. Nevertheless, the result of their 
activities often is antithetical to this purpose. 

A. The Current System Enables States to Restrict 
Mutual Fund Investments 

Professional management of a portfolio of securities is the essential service the 
mutual fund industry provides to investors. Funds are offered on a nationwide basis 
and portfolios must be managed identically for all of a fund's investors without re- 
gard to the States where they live. Thus, portfolio restrictions imposed by one State 
will dictate how the portfolio will be managed for investors in all States. 

As noted earlier, tne Investment Company Act, together with the rules and regu- 
lations promulgated by the SEC under the Act, imposes detailed substantive stand- 
ards on the operations of mutual funds. Many of these standards are specifically 
directed to what investments may be made by a fund. For example, the SEC limits 
a fund's investments in illiquid securities. Certain types of investment technique 



* Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, Concern- 
ing H.R. 2131, the Xapital Markets Deregulation and Liberalization Act of 1995," Before the 
House Subcommittee on Telecommunications and Finance, Committee on Commerce (Novem- 
ber 30, 1995). 
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such as ^igaging in short-sales and writing options — ^are subject to various restric- 
tions. Money market funds are subject to extensive limitations on their portfolios 
piu-suant to Rule 2a-7. In addition, fund investments in certain instruments are 
limited by rules of the Commodity Futures Trading Commission. 

Even in the face of the SEC*s national standards, widely-recognized for their effec- 
tiveness, States can and do impose unique restrictions on the management of a 
fund's portfolio. So long as even one State insists upon imposing a omditicm that 
will restrict the ability of a portfolio manager to invest his or her fund in a manner 
consistent with Federal law, investors in cUl other States will be penalized. As prob- 
lematic as it is to comply with one State's idiosyncratic provisions, it becomes more 
difficult still when different States impose different requirements on the same in- 
vestments. For instance, Ariutnsas, California, South Dakota, and Texas each limit 
a fund's investment in options and warrant&--though no two of these States do so 
in the same way.^ As Chairman Levitt recently observed, ''Some of the stories told 
about the current system soimd like Kafka: What is a national investment company 
supposed to do when several States impose investment limitations that conflict witn 
Federal law — ^and conflict with one another?"* Needless to say, traversing this lab- 
yrinth of disparate, conflicting, and inconsistent requirements is not easy or inex- 
pensive. It often requires utilizing complex specialized computer tests to ensure that 
each investment made by a fund conforms to all the unique State limits that may 

m December 1995, the Institute testified before the Telecommunications and Fi- 
nance Subcommittee of the House Commerce Committee on State regulation of 
mutual funds. At that time, eight States had express provisions imposing certain 
substantive portfolio limitations on mutual funds that were inconsistent with Fed- 
eral law. Two of those States — ^Washington and Wisconsin — subsequently moved to 
conform their standards with Federal bw.'^ Unfortunately, however, not all States 
are moving in this direction. And thus, each and every State may, if it chooses, 
thwart important national policies adopted by the SEC. 

In 1992, for example, the SEC issued a policy statement providing that not all 
restricted securities neld by a fund need be treated as per se illiquid.® For almost 
4 yeara, however, funds could not implement fuUy the Commission's policy because 
of the refusal of one State, Ohio. Finally, in January 1996, following repeated 
urgings by the Institute, from individual nmd complexes, from the SEC staff, and 
others, Ohio amended its rules to accommodate the SEC's change in polic^.^ Iron- 
ically, at the very same time, Ohio adopted a new provision that divei^es m>m the 
SECT'S policy on the liquidity treatment of unrated commercial paper. ^^ This is but 
one example among many of how individual State regulators frustrate the SEC's ef- 



° In Texas, a fund may not invest more than 5 percent of its assets in warrants, and no more 
than 2 percent of this 5 percent may be invested in warrants not listed on the New York or 
American Stock Exchanges. In California, funds may only invest in options that are issued by 
the Options Clearing Corporation, which means that a fund may not invest in over-the-counter 
options or in options listed on foreign exchanges. In Arkansas, a fund may invest up to 5 percent 
of its assets in options without fiuther restriction. In South Dakota, a mutual fund may not 
invest more than 5 percent in options, other than hedging positions or positions that are covered 
by cash or sectirities. 

«See *The SEC and the States: Towards a More Perfect Union," Remarics by Arthur Levitt, 
Chairman, U.S. Securities and Elxchange Conunission, North American Securities Administra- 
tors Association, Vancouver, British Columbia (October 23, 1995). 

'^ Additionally, there is legislation pending in California that would provide an exemption from 
registration for mutual funds. Enactment of this legislation would have the effect of repealing 
California's inconsistent provisions. 

®In particular, the SETC's policy, which was intended to facilitate institutional transactions, 
permitted mutual funds to determine which of certain restricted securities (those that meet the 
conditions of Rule 144A under the Securities Act of 1933) held in their portfolios were illiquid 
and, thus, subject to the SEC's 15 percent limit on investments in illiquid securities. Prior to 
this chanee, all Rule 144A securities were considered illiquid. 

^ Until January 1996 when Ohio amended its rules, Ohio would permit funds to disregard its 
inconsistent rule only if they provided additional prospectus disclosiu-e by sticker or prospectus 
supplement, informing the investor that the fund does "not meet the guidelines set forth in 
paragraph (EX 12) of Rule 1301:6-3-09 of the rules of the Ohio Division of Securities." Thou|^ 
this provided funds an alternative to complying with Ohio's inconsistent investment limitatifni, 
this additional disclosure was virtually incomprehensible to the average investor, gave undue 
prominence to an insignificant investment policy, and delayed fund registrations without provid- 
ing any concomitant increase in investor protection. 

^'^The SEC permits imrated commercial paper to be considered liquid if it is not traded flat 
or in default and if the fund's board of directors determines that the paper is (1) of equivalent 
quality to paper that is rated in one of the two hi^est rating categories by at least one nation- 
ally recognized statistical rating oi^anization and (2) liquid. Ohio has determined that only 
rated conmiercial paper may be considered liquid for purposes of complying with Ohio's liquidity 
requirement. 
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oris to establish clear and consistent policies for the management of mutual fund 
)ortfolios. 

3. The Current System Permits States to Impose Idiosyncratic 
Disclosure Requirements on Fund Prospectuses 
Under the Federal securities laws, the prospectus is the key investor disclosure 
locument. Pursuant to its regulatory authority, the SEC sets forth in Form N-IA 
lie type of information that must be included in a fund's prospectus. For example, 
Torm N-IA requires that the prospectus include all important information about a 
und — ^including its investment objectives and policies, expenses, financial informa- 
ion, management, and how to purchase and redeem shares. It also specifies the 
>rder of presentation of certain information and requires certain matters to be in- 
duded on the cover page. Form N-IA recognizes the importance of presenting this 
nformation in a manner that is useful to investors: 

Because investors who rely on the prospectus may not be sophisticated in legal 
or financial matters, care should be taken that the information in the prospectus 
is set forth in a clear, concise, and understandable manner. Extensive use of tech- 
nical or legal terminology or complex language and the inclusion of excessive de- 
tail may make the prospectus difficult for many investors to understand and may, 
therefore, detract from its usefulness. ^^ 

Yet, in spite of these highly specific Federal standards, approximately a dozen 
States routinely require mutual funds to rearrange, rewrite, relabel, or supplement 
)rospectus disclosure. ^^ Often, these idiosyncratic State requirements differ mark- 
Klly fi*om those imder Form N-IA and are imposed irrespective of the fact that the 
lisclosure has been thoroughly reviewed by SEC staff and that compliance with 
hese requirements may frustrate the SEC's directive that information be presented 
in a clear, concise, and understandable manner." ^^ 

L. Requiring that Prospectus Disclosure Be Rearranged 

As mentioned above, SEC Form N-IA requires that mutual funds organize the 
nformation in their prospectuses in a way that makes it easy for investors to imder- 
stand important information about the fiind. For example, the SEC requires that 
lie cover page be immediately followed by the fee table, which must then be fol- 
owed by condensed financial information. Notwithstanding the SEC's requirements, 
t is common for State examiners to insist that particular information in the pro- 
spectus be re-ordered or moved to the '^front" (and often times to the cover page) 
>f the prospectus. Placing too much information, or too much boldfaced information, 
}n the cover page, however, can confuse investors or give undue prominence to less 
significant information.^^ 

Reported examples of States arbitrarily ''rearranging'' prospectus disclosure to 
suit their own preferences, after the SEC staff has cleared the prospectus, include 
he following: 

• One State required a fund to move the "Investment Practices," "Investment 
Restrictions," and "Risk Factors" sections of the prospectus to the front of the 
prospectus. 



"SEC Form N-IA, General Instruction G. 

^^ Based upon the recent experience of our members, the 12 States whose examiners most 
■equently comment on prospectus disclosure are Arizona, Arkansas, California, Maryland, Mas- 
Euchusetts, Minnesota, Missouri, New Jersey, Ohio, South Dakota, Texas, and Vermont. New 
ersey and South Dakota both exempt some funds from registration, but often comment on 
rospectuses of funds that do not claim the exemption. As noted above, legislation is pending 
I California that would effectively eliminate such comments by providing an exemption from 
3gistration for mutual funds. 

^ While the following discussion focuses on prospectus disclosure, it should not be overlooked 
lat a handful of States also regulate mutual fund advertising, notwithstanding the fact that 
uch advertising is subject to detailed regulation under various SEC rules and is required to 
e filed with either the SEC or the NASD, as appropriate. Six States — California, Indiana, Mas- 
EKdiusetts, Texas, Vermont, and West Virginia — ^require some or all funds to file their advertis- 
ag and one of those States — ^Vermont — actively reviews it. 

^'^One member reported to us that one State required that so much boldfaced information ap- 
lear on the cover page of the prospectus that virtually the entire cover page was boldfaced, 
irhich ironically had tiie effect of eliminating the prominence of the information the State in- 
isted be boldfaced. 
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• A second State required that a section discussing the fund's investment policies 
be set forth prior to the section on management of the fund.^^ 

• A third State required that a fund move disclosure regarding the speculative 
nature of some portfolio securities from page 17 of the prospectus to page 8. 

• A fourth State required that discussion of a fund's investments in repurchase 
agreements and foreign securities be rewritten to appear within a section la- 
beled "How the Fund Invests** rather than in the section "Restrictions on the 
Fund's Investments.** 

Some State comments concern the allocation of disclosure between a fund's pro- 
spectus and its statement of additional information (or "SAI**), which is a document 
tnat contains more detailed information and that is available to investors upon re- 
quest. The SEC developed the SAI in 1983 in order to ensure that information that 
would not be relevant to most retail investors did not needlessly encumber the pro- 
spectus they received. ^^ Nevertheless, it is not uncommon for States to require 
fands to move information from the SAI to the prospectus. For some period, one 
State even required all fands to deliver the SAI to all investors in the State in direct 
contravention of SEC requirements. 

2. Requiring that Prospectus Disclosure be Rewritten or Relabeled 

States often require that prospectus information be rewritten or relabeled. For ex- 
ample, although the format ana information that must be included in a fund's fee 
table is e^roressly provided by Form N-IA, one State recently required a fund to 
amend its tee table to add parenthetical information that was already included else- 
where in the table as well as in footnotes to the table. Other reported examples of 
State comments requiring that fund disclosure be rewritten or relabeled include the 
following: 

• One State requires funds that invest in debt securities rated BBB by Standard 
& Poor's to rewrite their prospectuses to label such securities "speculative," not- 
withstanding that BBB rated securities are considered to be investment grade. 

• AnoUier State has asked a fund to replace or modify "phrases describing 
'reasonable' and 'excessive' risks with words that are easily definable and im- 
derstood by the investor." 

• Another State required that every reference in a fund's prospectus to "33V3 per- 
cent" also include the phrase "one-third." 

3. Requiring Additional Prospectus Disclosure 

States often require that more disclosure be added to a mutual fund's prospectus 
or SAI. For instance, a fund that intended to invest in real estate investment trusts 
("REIT's") was told by a State that if these REIT's included any long-term health 
care properties, such as nursing homes, retirement homes, and assisted-living 
homes, the prospectus must include disclosxu^ that such investments may be im- 
pacted by any new Federal regulations concerning health care. Also, a State recently 
reauired a fimd that was investing half of its portfolio in zero coupon bonds and 
half in actively managed securities to add boldfaced disclosure to its prospectus 
cover page informing investors that they could achieve the same investment results 
by dividing their investment dollars in half and putting half in zero coupon bonds 
and half in an actively traded fund. It also required another fund to include disdo- 
s\u% that dealers selling the fund must be registered in the State in which the sale 
is to be made. 

Not all States are so specific about the disclosure they want added to a fund's pro- 
spectus. Last year, one State developed g[uidelines for disclosure concerning funa in- 
vestments in derivatives. However, within a week of developing the guidelines and 
their being disseminated by the Institute to our members, the l^te began deviating 
from them. When asked about this, the State's response was that the guidelines 
were not binding and that it could exercise its own discretion about when and how 
they should be applied. 

Idiosyncratic State comments requiring additional prospectus disclosiu*e disserve 
investors by making prospectuses longer and more comphcated. They result in dis- 
clos\u% that is contusing to investors. They frustrate the prospectus simplification 
efforts of the SEC. 



^°This State also has required that sections covering risk factors be included near the front 
of the prospectus. It gives inconsistent comments, however, on whether this must be within the 
first five pages or the first 10 pages. 

^^In the adopting release, the SEC stated that the information included in the SAI ''does not 
appear to be of fundamental importance to most investors" and is intended to meet the needs 
of investors such as "institutional investors" and "financial analysts." See Investment Company 
Release No. 12927 (January 7, 1983.) 
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C. The Current System Disserves Investors 

The crazy quilt of inconsistent and changing State requirements disserves inves- 
tors. It frustrates uniform national initiatives that are intended to benefit investors. 
It retards innovations in products and services that would benefit investors and that 
are permitted under Federal law. It imposes needless compliance burdens on mutual 
funds. Finally, and not least importantly, it diverts scarce State governmental re- 
sources away from regulatory priorities, where State action is required to protect 
investors. Each of these is discussed briefly below. 

1. The Current System Enables States to Undermine Uniform National Initiatives 
States exercise their authority in ways that undermine and render moot uniform 

national initiatives taken by the Congress and the SEC. Examples of this have been 
cited above, with respect to investment limitations and prospectus disclosiu'e. Disclo- 
s\u% issues are especially noteworthy, because the SE(J has long sought to enhance 
the readabilitv of mutual fund prospectuses. In an October 1994 speech to the Na- 
tional Press Club, SEC Chairman Arthiu* Levitt, Jr. discussed the most recent of 
the SEC's initiatives in this area: 

If you didn't before, you know now that prospectuses can be tough to read. The 

Erose trips off the tongue like peanut butter. ... I wish I could say that the SEC 
ad nothing to do with the status quo, but I can't. We've contributed to the situa- 
tion, albeit with the best intentions — ^and so have our fellow regulators. ... 
The law of unintended results has come into play: Our passion for full disclosure 
has created fact-bloated reports, and prospectuses that are more redundant than 
revealing. . . . For our part, I've asked the staff to re-evaluate the process by which 
it comments on prospectuses. I've emphasized the need to limit the number and 
nature of the comments we give. . . . [I]n commenting on fund registration state- 
ments sent to us for review, we're going to feel free to talk about the clarity of 
the language used. . . . We want a higher standard of clarity.^'' [Emphasis added]. 

The Institute and its members strongly subscribe to the principles set out by 
Chairman Levitt. We have imdertaken extensive efforts to assure that all our com- 
munications with shareholders are clear, concise, and accessible. The examples of 
State intervention in the disclosure process discussed above amply demonstrate the 
difficulty of achieving this objective within tJie current regulatory system, in which 
disclosure issues are the province of numerous contending Government authorities, 
each with its own idiosyncratic preferences and inclinations. 

The problem here is not one of resources; the SEC has sufficient resources to im- 
plement effective disclosure policies in the interests of investors. What it lacks is 
sufficient authority. Until and unless the SEC is put squarely and exclusively in 
charge of mutual mnd disclosure, Federal initiatives to assure that prospectuses are 
clear, concise, and accessible will be frustrated and such communications will re- 
main needlessly long, complex, and difficult for the average investor to decipher. 

2. The Current System Enables States to Retard Product and Service Innovations 
Mutual funds have been leaders in responding to changing investor needs during 

the past several decades by introducing new products, hy improving shareholder 
services, and by providing many new services.*^ In many cases, however. State reg- 
ulation has made product innovations approved by the SEC far harder to deliver 
to shareholders. As the mutual fund industry and the Nation's markets move into 
the 21st century, and as computer, telecommunications, and other technologies forge 
international and global markets, the need for uniform regulatory policies will only 
increase. For instance, to encourage the fast-developing trend of electronic commu- 
nications, last year the SEC recognized the value of such media as a means for 
disseminating information to investors and promulgated initial standards for such 
communications.^^ Notwithstanding the SEC's action, NASAA and various States 
are moving to develop their own poHcies governing offers of securities made through 
the use of electronic media. To tne extent that States adopt requirements that are 
inconsistent with one another or with Federal law, electronic communications by 
mutual funds could be severely hampered. Regrettably, long experience with State 



^''Remarks by Arthur Levitt, SEC Chairman, Taking the Mystery Out of the Marketplace: 
The SEC's Consumer Education Campaign," National Press Club, Washington, DC (October 13, 
1994). 

^8 Examples of these services are discussed in section IV of the Institute's testimony. 

*®A recent preliminary survey by the Institute, based on a sample of approximately 1,500 
randomly-selected shareholders, showed that 50 percent owned personal computers (as opposed 
to one-third of the general population), and approximately one-half of them subscribed to an on- 
line service. 
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regulation of mutual funds gives little reason to believe that uniform and harmo- 
nious standards for cyberspace will emerge imder the current system.^^ 

Consider, for example, the regulation and disclosure fashioned by the SEC for 
funds using the so-called master/feeder structure.^^ Although the SEC standards 
were designed to provide investors fuU disclosure of all material facts relating to 
such funds without being so onerous as to deter investors from reading the disclo- 
sure, tihe States, through NASAA, adopted separate guidelines to impose on funds 
utilizing this structure. The NASAA Guidelines, according to one coimsel to many 
such funds, require the addition of approximately two pages of additional prospectus 
disclosure, beyond that required by the SEC. Even worse, despite the promulgation 
of the NASAA Guidelines, a number of States require still more disclosure. For 
funds that have chosen to adopt the master/feeder structure, State regulation has 
produced delay, operational dimculties, and needless legal and compliance cost&— 
without providing any concomitant increase in investor protection. As with other in- 
stances in which States have required prospectus disclosure beyond that required 
by the SEC, more disclosure should not be confused with better disclosure. And, in 
fact, by making the prospectuses even longer and more complex, the NASAA Guide- 
lines have disserved investors. 

Similarly, in the area of telephone transactions by investors, the States, through 
NASAA, have insisted on instituting their own separate standards in an area al- 
ready thoroughly regulated by the SEC. After the SEC articulated standards for 
prospectus disclosure concerning telephone transactions, NASAA adopted separate 
Telephone Transaction Guidelines.'' These differed from the SEC's m certain re- 
spects,^^ and as a result funds were forced to revise their prospectuses. State regu- 
latory actions such as these serve mainly to hamper funds that wish to offer their 
shareholders innovative products or conveniences, such as conducting transactions 
over the telephone. 

3. The Current System Imposes Needless Compliance Burdens 

The crazy quilt of State regulation is costly and burdensome for mutual funds, 
which must commit substantial resources and personnel to manage the require- 
ments of the various States. The recent experience of one fund, related to us by its 
counsel, is illustrative. This fund received comments from approximately 16 State 
securities administrators on its initial registration. After the fund responded to 
these comments, several State examiners made further comments. In total, the fund 
was forced to respond to 36 comment letters from various State regulators address- 
ing 102 comments or requests for documents. This was, of course, in addition to the 
comments received by the fund from the SEC staff. 

This example is not unique. It illustrates the reason why many fund groups must 
employ a special staff dedicated to dealing with the demands imposed by State regu- 
lators, and why all funds are forced to bear significant additional legal and compli- 
ance costs as a result of inconsistent State regulation. 

4. The Current System Diverts State Resources From Areas 

Where State Action Is Needed to Protect Investors 
While a number of States continue to devote their limited resources to reviewing 
prospectuses already reviewed by the SEC, there is no evidence that this redundant 
State review results in any additional investor protection. In fact, the evidence indi- 
cates that investors would be far better served if States directed their energies to 
educating investors, ferreting out and prosecuting fraud, and addressing sales prac- 



20 Thus far, most State policies have only addressed the issue of when an offer made over the 
Internet or other electronic media would not be deemed to be an offer to residents of that State 
(e.g., in situations where the offer expressly states that it is not available to residents of the 
State). Generally, these State policies have been uniform with one another. States have yet to 
develop policies, however, concerning how they will regulate electronic communications, such as 
advertising, that could be considered to be an offer to their residents, although the NASAA Of- 
fers and Sales on the Internet Committee is currently studying this matter. 

^^The master/feeder structure is an organizational framework that many funds have adopted 
in recent years as a means to reduce shareholder expenses and achieve economies in fund man- 
agement while facilitating distribution of their shares. The master/feeder structure was accepted 
by the SEC after rigorous examination. 

22 For example, while the SEC permits a fiind to disclose either that the fund will not be liable 
for following instructions communicated by telephone that it reasonably believes to be genuine 
or that the fund may be liable for any losses due to unauthorized or fraudulent instructions 
if it fails to follow reasonable procedures, the NASAA Guidelines require disclosure of both. 
Likewise, while the SEC permits a fiind to describe in its SAI the procedures used by the fund 
to confirm the identity of shareholders over the phone, NASAA requires that this information 
be disclosed in the prospectus, thereby hindering the efforts of the SEC to provide simplified 
prospectuses. 
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tice abuses. For two consecutive years, NASAA has conducted a survey of State 
regulators concerning investor complaints about investment company products. Of 
the relatively few complaints that State regulators received about mutual funds, 
virtually all related to sales practice abuses occurring at the point of sale and not 
to prospectus disclosure or advertising.^^ Unfortunately, however. State resources 
available to address problems of this kind clearly are inadequate. As noted by 
former NASAA President John Perkins in a recent interview, "States don't have 
large enough staffs to investigate all complaints." ^^ One reason may be that many 
States lumecessarily expend resources duplicating Federal regulation of mutual 
funds, rather than oirecting their resources to investigating complaints, prosecuting 
fraud and sales practice abuses, and providing investor education — ^areas where 
State action is needed to protect investors. 

m. Conclusion 

The States, individually and collectively through NASAA, long have had the op- 
portunity to come up with a practical approach to regulation of mutual funds, and 
they have not done so. Years of effort by the mutual fund industry and the SEC 
to work with the States individually and with NASAA collectively to obtain a uni- 
form system of regulation have been unavailing. In fact, as discussed above, States 
are continuing to adopt provisions that are inconsistent with Federal regulation of 
mutual funds. 

Experience with our current system of mutual fund regulation has consistently 
proven that attempts at the State level to establish uniformity will fail. It is time 
to recognize that, while there are important jobs for the States to do in regulating 
the securities industry, reviewing mutual fund prospectuses and other disclosure 
documents is not one of them. The problems described herein are so inherent and 
ingrained in the ciurent system of regulation that they can only be solved by Con- 
gress. S. 1815 provides Congress a historic opportunity to eliminate these problems 
for the betterment of investors nationwide. 



^ While the 1995 survey remains in draft form awaiting additional responses, the Annual 
Survey of Investor Complaints Involving Investment Company Products published by the NASAA 
Investment Companies Sales Practices Committee on September 15, 1994 found that, of the 350 
complaints relating to mutual funds that were filed with State securities commissioners over 
a 2 year period, none involved prospectus disclosure or advertising. Instead, they concerned pri- 
marily the manner in which fund shares were sold. 

2* Jane Bryant Quinn, "Broker's File Can Disclose Trouble, For Now," Cincinnati Enquirer 
(October 1, 1995). 
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wiU preacrrv criiieal scne cnfbncnmt powca ia die «ea of flad mim and dtaibiBkai 
pracdcei* ei ^mQ it ovtv penqr aoek an witmi eebv oAnaiik 

ofdieHdQM 
HJL 3005, which 
SeedoBl02ofite 




of die 
P<WHpeny Act of 
widi dM 
onihelr dBy*io-dqr 
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Th« HoDOBiUc Tbanas 1. Bliky 

Mv a 1996 

?Mt2 

afljvitJct^BiaaMofthiaifcflWttfhfcdecBlrrfnlMinn muteai fa^a k»ve m geee pif^^if y 
> of poMk MxcptiBBt id • gepKMian fbr bting rthihrcly icBKki»frBe.^ 



I beUcvt ihtf ibt prepfittd MsiUsltt pirticnhip for fVfttlttai of mo^ 
IB tho pcDrfing If giilrtnn urihw « ippwiprine hofamce. I urfcyou,isC2iaiimioa/ihe 
Honse Commoee rnwininiM , to si^pot thi nnmua flad pcwisiani of ttie legisteion. 



Think yon for your liiilOThip ndxh lopect to dsb iaue of cntfol ifflponmce to 
I iod iho flBMUil finid tndiMBy. 



Venr tnily yoon, 
CiimmS. GilaoR.111 



1:19 




Digitized by VjOOQIC 




90 






lUreh C, 1996 



THe Hanozmbl« JACX Fields 

e9iaixm»ii 

Tslseenumieations and JixMiyam, Suboomittas 

of th« House CoiBitt.e« on Energy and COOTwron 
U.S. Rottsfl flf ]|apr«««nti.tiv«« 
aaaa Rmyfeurn Hatu* Offica Buildinq 
WaahiAfton, D-c* aosis-tiof 

fh* Ronorahls Bdrard J. Markay 
U.S. Heaas of ]tap«-e<en-tatlv«3 
aaaa may^m Hmisa Offlca Buiidina 
ifaahingten, D.c. aDSi3-ai07 

Daar Chaixaan ?ialda and Itapraaantativa Markay: 

wa, tha ^andarsifiiad Attornaym Ganaral, ara vriring %o you 
ra^ardiag propoaad la«UlaGiDn addpamainq tha eaapaetlva fadaral 
and stata rait a Ui ragulattn^ tacusritias^ 

wa usdaratatul that tba TciaoemunieatiDna ana Flnanea 
subcoifflilttaa of Ola Hoiiaa Inarvy a^id Cooaerea Covaaittaa is 
praaantiy c^naidKrlisg a bUl addraailA? a variaty or ■acuritiaa 
Iftv is9u«flj 1!<R. 3131* Ve fiiipraaa our ats^n? oppaaition to this 
**Q«nihtt»" biXl, ta wlt^ac, fraoau^e it ^tll iapada tna aAlllry of 
H^ata aAcufitlaa raoula-tor* and anfdrcctt^nt officials to protm^t, 
s&allax ii«vaat.or« froa para F*e«ntl/ vsarfinf fraud ai^ saioa 
ftractii^aa ateiaaa, (Wa undaratand t&tt H.ft. ai3l La ^currant ly 
bfting revisad and would obvioualy urga ■oLcriUt^iai rwiaion q£ the 
bill conaiatant with tha opii^ions expraaaad in this ist^ar,) 

Havarchalasa, va raao^fiiaa tha advantaga of ■ fedairal/atsta 
partaanhip la spacifle raguiatozY araaa bu^ a a ou-tuai £wia 
di^elooura psaotioaa. tta urga you to support a narrovar raferx 
prtapoaal chat vould 3tra^«lj4)a avuual fund dlBOloau«« ra^ulation, 
undar ctia auspics^ of tha fadaral aaeuritiaa and Utohan^a 
Coa^iaaion (*aiC*9« imiia preaarvtn^ critical ataca anfac^aaent 
7*v«4:a 4n %^^ ar*a mt fwid aalaa antf dia««^i*u«^9a yraiet^iaaa. 
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Th* Monortt]il« JaeX Flalds 
Thm BoMrabl« Mvard J. iurx«y 
Karen 4; Iffi 



|r^,,piviMn«T wut.ii«i Fund Dliclqaiga 

As you 4^ vail iwart, sy^ual tui^ds kts vubjacv &o «11 ^•u«' of 
tat aajor fedwrtl tftGiritiv* stitutea uidr fiansefluently, »" thm 
aest ctrictly and c«^r«A«nslvtly regulated s«g«*nt of ^« 

InvestaSnt Coi^pAJiy Act «t l:**0, all MUtaaai fonds h*v« been «u^j«0« 
not ^lOy tP •vtonviVA r«qul&tlon» ineludftd La thair provt>«ctu«a> 
and «tMr ccvziunicACiooA t»c a:isfl to do^jiiZsd •u^sx«ntiv« 
acandarfta on tiiair day-to-'day tetlvit4aa« iacauao of thlu 
thorough radarai ra^uiAtlon^ vutu^ funoa Dav« an ancaptionaliy 
bigh dagraa of froblic aee^tane* ind a saputatian for baint 
ralativ«iy seandal-^«a. 

Dsspito tfiAA parvmsiva fadattia rB^alatioti, fund* also auat nev 
eavply wLtli djiapftrat* rafulationo of thoir diocla*uf^ pr«c^i<;«a JEiy 
individual f^ataa vnare tiiay »oil st^area- ai^nifion t^^aa provide 
« parti »i or cQxplata txtaptian fr^ ragiatrmt^ioti or taviav of 
Bul^ipia fUT^d praffp*ccu*«o; o«v«s^«^ atatco conduct a datailod 
rarvlav of procpaetuios and uy vuidito dladoauraa that duplicAta 
or conflict vLth IXC ro^lraaonta j mnd m lialtod r^uabsr iniM^s 
Bpodlfie roatrlotions on fuTvd invootaanta and other autual fund 
aiadlaaura Itovs tluit «rv twt raqul£«d yf tho aXC* Tlioa* 
raqulrasanta aaaatiao* riault in 93:v«tar dalay, axpftnja, and 
eontuoion vlt^out any apparent tangi^lo &«n«flt to Invoatora* 

va auppart ihttov Ivfialatlon tliat veuXd ali^nata oaci^tin? 
duplicfttivo and Lnoanaiatant atata ovarsl^Ht afforts in tho rutual 
rawd dxaclaaujro pypaiaoo ovioo, bu% tl»t o4iio vould p«T«-it sta^ac 
to raquica ^aoaioa* rafutratlon filUi^» and to collect 
raifistrotioii fa«a. Ttiia «o«id aa Into la oxitjj^ s^at« raw/vnaa 
whila aXIavinv rtata laeuritlos raguiatsri and Attorrieyi ^n^ral 
to d«vvt.« littltwd litato onforcvaant ]^BOitxc«« xjo the bB«t froquont 
aouT'c* d£ conB\»ar aoaplaiitta — fraud and salaa proctlce &&uaaa 
— And Qtbar laaa taivtvly rag^atad o«curitiB« orrorin^o much as 
liAitad partnarahipo, *panny itodlcs,* aaall Qorpar«ta offarinfa, 
ai^ tntraatata offarlnqoi lAcanc con«tt»ox protootioa ioouss 
faoiaq aiar otfloas typiaaiiy eoncAi^ aaioa pxaE^ticaa Ln eoatraat 
bB fund igrrmmtMmnX* t di^dnsturo^ or adv*rtimcB«nt-« — t23« lathes' 
balng tha araaa ooncamln? wbicia wa aupport pr^oood fedaral 
lajQiaiKtiaH, 



Wa atvanfly app^sa V.P. 2131. IQUla tho bill rafMrMooa oom 
of tha psaetioal mtual fund diseioauro ragulation rafoza which va 
o\>ppara, aaoy af aba biia^o previaioiis oanaain langua^a thm% win 
advoraaly ivpoet ah* autbaviay af oaah aaaao %m pr«v«a« and 
preaaeuta aaeurltiaa fraud and aaloa praetlea abuaaa. 



35-784 96-4 
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X1ft« Soiiormbla Jack fimldm 
Thm BoBonbl* Zdvar4 J. JUrtey 
Itojreh <« 19«« 
P««« 3 

ror «acMpi*. sactioni 3(a) t;ftroogh 3(d) sat forth svMpinq 

•^■njt^, r»giftritJ.on awl rwifi^ cf »fiall iQllax/ ration*! 
lecurirlps dff *tif'-gi and invacoent KivU^rm «nd rij*ancaAl 
»I&nr\Mrs. In iddlticA. tiva bill pla^«i broad oivd ufivUa 
re«triCtioii» o« ^^ ability a; ax^to sseuxitiaA afafttfl«a »*id <tatB 
Lgisiatona t» police cftt llcanaing «f »reitftr/Doal«» and tiair 
&««n^a. f^ 

T^a iuva^tifatian wd ii^lfailoz^ lundlad Ia sany af our states 
daBttnst7at# tliat aakU doUar/r«9ionai aecurit^a^ dCfaringa tra 
hij«aiy Sttseapti^la to frau4ui*nt BAcipula^ofi uid do r«^i£-tt state 
rSiav. Nfit^tfVBr, lAdapandoat stjta «ittlioricy av«T licanaiD^ aad 
raguIa'Cli^ iTtVAatBant kdvlavra/finuiel^U pl.sjvi*Fm <s critic^ to 
uuisMng til* int«9rity of tha rapidly wxp^ditiq financiai plaon^r 
indttvtrif. 

In tlve£a atlier l««> c^nB^rabflAoivttiy x-aquiatMd Mcuritita 
ind^axtriaa, our effieaa continue ta ^ eoaoLkttad te pretactinf 
vulAarabla CDnsuwara and aftallav Lnv»«tor>, includij>^ tha many 
aldarly iJivaatox-a dAfraud»d by financial "adviaora** d^X* 3i3l 
vduld advaraal/ affact th« ftaiiiiy af at.at» ««ctu-iti«a raouiarora 
aAd ftAfofttCMnt offlciala to accavpliati i^is goal, i^ UiArafora 
oi^popa tba swaaping eha&vaa preFpoawl by H.i. aili. 

«• ur^a yttu, lA yaur r«l«a ta cualrsan and Ean^iA? Kijiority 
Kmmi^jt af ^a 7alac«nunlo«tiaf)« &nd FiAanca Subeovalitaa, to 
cona^dar rArxpwez- l«fialatian, «xclu&lvaly aimad at atraaniiniaf 
mitual rui^d diAcloauT* praetic«A ragulatian, vtiieb would atzixa 
Ctia ftppjrspKlat* and afflAiant fad*ral/atata ragulacory baianca in 
UiLm particular araa- 

wa tppraoiata yaor affarta vitA raapacrt to this ia«ua ot 
critical Li^^rtanea to atat« anforeanant tuthoritiaa and tlia 
ssttsal fund indutxy. 




Seoct RaraUMirgar 



Grant Itooda C. Sabaacian Aioot 

JLriaana Noreham Mariana Zalaiula 

miebard Bluaanthal Donnia C. Vaoeo 

Connaeticut Mav yerx 

Robert A. Btt^aarvorxb ■•i.ai voitkosp 

Florida North Dakota 

itiehavd P. layoub Chriatina 0. Cra^oira 

Itouioiana w««hii»9%«n 
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JiimU of Oslciornui 

(BfSitz at ttfc ^tlortu^ (Stntrzd 

' Id 



May 1, 1996 



The Honorable Christopher Cox 
united States House of Representatives 
2402 Raybum/touse Office Building 
Washington, pjfalj^is 

Dear Congr^iiiisil rTii : 

X wanted to take this opportunity to contact you concerning 
H.R. 3005, *The Sec\urities Amendnents of 1996." As you know, 
this legislation passed the House Comierce Coamittee, 
Subconnittee on Telecoosninicatioas and Finance by a unanimous 
vote on March 7, 1996. I have been informed that the full 
Dittee will mark-up the bill as early as May 2, 1996. 



In this regard, the eubcontittee succeeded in successfully 
crafting a bi-partisan consensus bill that would create a 
national ayste* of securities regulation. While an earlier 
version of the bill did raiee soom issues about the broad 
preeaoption of state regulatory authority, the c o tap r owise enbodied 
in H.R. 3005 represents a good faith attempt to respond to those 
concerns . 

Consequently, H.R. 300S would eliainace duplicative and 
conflicting regulation of mutual funds while yet preserving the 
ability of the states to continue to exercise our anti- fraud 
jurisdiction. The bill would also permit the states to continue 
to require "notice* filings and to collect fees related to such 
filings. 

The subcommittee is to be commended for its effort to 
protect the legitimate interests of the states relating to fraud 
and sales practice abuses. The devotion of state law enforcement 
resources in these eases is essential to the protection of 
investment product consumers. I urge you Co support the mutual 
£und provisions of H.R. 3005 since they include these protections 
which ^it^rm not contained in the original proposal. 



l300iSb«m • Stfiai740 . SaorwiMfSoc CSionu mi4 
(916)324.5437 
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Honorable Christopher Cox 
May 1, 19^S 
Page Two 



Thank you again for your consideration and I hope that you 
will not hesitate to contact me if you have any questions 
concerning this or other issues affecting the State of 

California. 
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STA.TX or yJCV YOHJC 

Depabthent or L-a.'vv 
April 25, 1996 



Senator Alpbonse M. D'Amato 
United States Senate 
The ^^ pJ Tnl 
WashinctQA, D.C. 2QS10 

Dear Senator D'Amaio: 

As Adomty General for the Sue of New Yoik mvesiar proiaction is one of my top prioritjq. 
All too oftaa I hear about investors who have become the victimi of Invetcmeat scams with losr 
of life savinp, zedieineocaiid coUe|e funds bean^ the consequences. At the aiae time, Izemain 
coinnuned to encoisapng Icgitiinlue investtaant opponunities and assistine in the capital 
fonnation of bminniBi asd other Ventaies. 

Lart week 1 met with repicsentatives of vaiious mniual funda, as wiU as the lavestment 
Conipaoy losnims, to dhcusi issues haoi both muiuai fiinds and their shaxebolders. Ibe 
iflipoTtance of this iadustty is ^ipa^snt; fliMCual (imds cuseatly contain over S3 trilUon and it is 
estioaiBd ibacoae oet of every three hoosehotds in the couatjy hai iavastniems in mutual Amds. 
It is with this in nimd tex 1 am Yntinf to you to advise you of my support for a pcoposal 
zegardins re^^ulalDiy reform in thiiaxoL 

I undefstand thKt the Tdeoommimifatioar and Fioanoe Subooouxnaee of the House Commerce 
CoinroittBe imaiiiixioittly approved HJL 300S, wliich contains proviaoQS concenu^ 
resulition. I support temomaiftrnd provisions of this legisiation. In particular, while Scctioa 
102 woikld piechidfe stales from duplicatms federal oversight with respect to the legistiation and 
review of invettment company ofl^cuiis, it vMXild also preserve state authority in other areas. 
Ilius. ic would permit stzm secuiliics legulattcs and Attorneys General to devote more resources 
to enforoemenc efliorts redressing sales practice abuses, ftaud and ovenight of other types of 
offerings such as penny stocks, prfvate placements and limited parmenhips. 

I 
whU* til* p«tidiat p«e|»sal in the Hbo« of Itepreseotatives has yet to be formally addressed by 
the Senate, I hope thai you shall shpport similar legishtiOQ and allow the reguladoo or mutual 
fund <tisclofiire and opemtions to be stieamlioed and &11 under the auspices of the U.S. 
Secuzicies and Exchange Commiss^n (*S£C'). Imponax^tly, any legisladon should preseivc 
critical state enforcement powers ih the area of fund sales, distribution pnctices and &aud. 



© 
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Senator Alphonse M.' D'Amaio 
Apnl 23,1996 

Pafe2 

Since mutaal funds alrady &11 \mdir the purview of four iru^or fedexal secuzitxes statutes they 
are sorictly md compcehentivdy reaiUaed. Under the kveitment Company Ace of 1^40. mosc 
mupial fimds are leqtiiitd to majfain cootinuous legistraiion with the SBC. Fcdaial law 
unifbnnly imposes detailed lubstanttve standards on their dally anivicy. 

Despite this extensive fedenl lesulation, cunendy mutual funds must also comply with separate 
disdosiue practices of the individu^ stales where they sell shares, rtfaxdless of the number of 
shares sold. EichieeQ states, iiichidihe New Yortc, pni^ode a paitial or cooipl^ 
xegisaatioa of Qu&ai And pro^iecnises, and ether s&tes, whik xe^iixinc legistniion of 
investment coinpany ofliBrings» generally do not review xegistration stilemeots m ceview diem 
in a manner consistent with federal jUw. Several staoes, however, conduct a decsikd review of 
pfD^eetusei and may raaadaie disdosures thai duplicate or difEer ficom SEC leqaixements. In 
addition, a hnuted aumher of ttaieslimpoK specific limiiulons oo ttaod invtstmeots dud are not 
reqmxed by the SEC nd place other restrictions, nof present under ftdecal law, on nutnal funds. 
These requirefflenis sometimes result in greater delay, expense, and confusion without any 
icadUy apptrent tingihle beaefU to investors. 

The pendiag legistaion in the Kottse would permit die states to continue to requixe "nociee* 
ffgitftatioa filings and lo coilect fees in con n ectio n widi such filinp. This'would !"«MTni«* 
ezisdng sue tovoma widle allowing limiaed state resources id be focused upon the most 
frttfuent soitfce of consumer complaints « ftaud and sales practices abuses — and other less 
regulated lecuiiTiw ofTenngs. 

I believe diat the proposed fiedeial/^taiepaxttenfa^ fiv xigulation of mutual fbwls m 
legislatkso strikes an appropriate j balance. By avoiding duplication in rqgistruioii, while 
mainnrimng die srong and-fnud provisions in state stannes. ihn finds, as well u their 
shazebolden will be benefieed. I am also encouraged by the recent proposals fSroo die SEC to 
dghten up areas of legdatioo in die muotal fimd area. Accordingly, I hope that yon shail 
s^port die slmOar mosual luad pravlsions of die legisladon. 



me know if I can be of any assistance in diu matter. 
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Taf New TOK TiHit 



The Capitalist 



Lewis 

Separating 

Rich People From 

Their Money 



UttU ku toe good a be me. bmt ir'i abio- 
iMufy womderpd." MAY 2. 199S. 

•ny>V» iMt i M iw dm^ m. Idam't atoA ' . MAY IS. 

"Ok my God, I tmnet Uuoe iL' MAY 16. 

;OHN c vHTtiMiAa Fonm coououtAN or 

GOLDMAN SACHl VIAXINC TO fnvi STBCXLOV or 

TW WALLfRKDOUINAI. AS IT OAtrmON HIM THAT 

HE HAS LOST aXMTOSI MajJON MTW FOUNDATION 

KM NW DA miLANTMROPY CMAWTY FIIAUD. 



THE RICH PROBABLY ABE DIFFERENT 
htm yoa Hid mc if for no ocImt rosoo 
chaa thejr spend thtv Ihw b«iiif tnucd 
diffcnntljr bjr fou and in*. EspccuUy la 
Amchci, where public |eods tr« scarce and 
private wcatth vast, a rich person is a walking 
pidata. He strolls tfaroufli life stuffed with sur- 
pluses while the ren of us bash away at him with 
little sticks. Princccon U ni wrs ic y is now ai- 
temptinf to add $1 billioo to its endowme n t. 
S500 raillioo of it firom just IW nch alumni. 
Harvard warns SU biOioa for lu endowm en t 
and capital fund. Every time a rich person looks 
up thsare's aaocber species to be tvwd, aaocber 
disease to be cured, another dectioa to be woo. 
It's enoofh to make him impervious to us all — 
or so you'd think. But then along comes New 
Era. and buso the pinata wide open. 

Like moat finaacial schemes tha one wasn't 
very complicnred. John G. Benaen Jc the head 
of New Era. offered chanties and rich philan- 
thropists a special deal Give him your money for 
sa mootha and. with the aid of secret donors, 
he'd give you back twice the ongmal amount. 
There were no secret donors, how^rer. Over the 
last five years Bennen ran what became a SlOO 
million Poiai scheme — paying out old suckers 
with money he raised from new suckers. (Keep- 
ing a few million dollars for himself, naturally.) 




The tuckers included a pewload ot evangelical 
churches, along with a cross tectioa of the Vail 
Street nch — Geoffrey Boui. Villiam Simon, 
Julian Robertson. "Hte wealthy are really a con 
man's dreasn," a former F.BJ. agent told The 
Journal, summing «ip die widespread view that 
nch people are espeaaliv gullible. 

This may or nuy not be true. After aU. there's 
no point in conning poor people, except for theu 
votes, so who knows what they'd believe if given 
the chance? And if conning very nch people was 
all that easy, you'd think more people would get 
into the business. Anyway, it seems to me much 
more pla u s i ble that the nch are actually very 
difficult to steal from, and that .Mr. Bennen 
reqwred a special talent to pull it off. Thus, 
whatever else it is, the New Era scandal is 
ittsouoiaoaL It teaches us how to swing more 
aceumely at the piaata. 

THE MOST OBVIOUS RUU B TO START ATTHE 
top and work down. Mr. Bennen began by 
winning the c on fi d ence of John Templcton and 
Julian Robertson, rwo of Wall Street's richest 
men. He knew that the one person whom a rich 
person will follow blindly into a financial deal is 
an even richer person, in part because the richest 
people usually do get the best deals. (Withm the 
Rich-Amencan economy New Era looked per- 
fectly normal, which a why it worked.) Also, 
rich people love to drop the names of people who 
are richer than they are. A managuig director at 
Morgan Stanley will pay good money for the 
chance to say: "Julian and I are involved in this 
terrific foundation in Pennsylvania." And he did. 

Rjde 02. You never really coo a nch person. You 
merely suggest, and let him con himself. Rich 



people need to feel that it was their idea m 
the first place. Bennett didn'i reallv push 
his scheme to much u iet x be known k 
existed — through i tormer Reagan Vhice 
House otficiai who trequented the LinKi 
Club in Manhattan, i rich people's haunt 
They then came to him. 

RjJe #J. Ask not what a nch person can do 
for you but what vou can do tor i nch 
person. Like rvervbody eisc, nch people 
want most badly what :hev can't have, the 
tnck IS fudinc somethmg thev can't have. 
Immanaiicy. for instance. Betuwn under- 
stood (hat nch people desperately want :o no 
thenudves gnoousK oi ill the poor people 
asking them tor nonev. Rich people are 
forever bemg made to fed cheap; evervone 
thinks they are twice a» nch at they ictually 
are. and should gn-r iway rwice as much as 
they da In Kwung Bennen s Kheme a nch 
person wet twice as nch u he was. 



Rtde 04 Find his children and you can torf et the 
rules. .Mr. Bennen met John Templeton Sr. 
through John Templeton Jr.. and vou can. too 
Obviously, some nch people love their children, 
much as normal human betngt do. But their love 
gets complicated. Many nch parenu feel guilry 
about the amount of time they have spent pbymg 
with their money instead of with their children: 
nch children, for their part, have a talent for 
feeling unloved. Both parties believe deep down 
that the best way to solve personal problenu — 
mdecd all problems — is to throw mtmey at 
theiti. What they're loobng :o buy here is i 
highly specialized service — one pan kidnapping 



YOU SHOOD NOT EXPERIENCE GUILT 
in providing it. The best schools do. 
(We'll take your kids if yt>u build us a 
new gym.) The finest Wall Street firms 
da too. (We'll hire your kids if you do put your 
money with us.) You may not have an admissions 
requirement to waive or a |o6 to offer but at the 
very least you can befnend the child and give hun 
something to believe m, while at the tame tune 
listemng to his complaints about hu parents. 

If you pull It oft you'll soon find yourself 
sitting on the front porch of the nch person's 
ruich. Beguners m this situation tend to chicken 
out at the Ust minute and ask for a mere few 
thousand dollars. But if you have done your |ob 
properly the nch person is emotionally involved 
m your puuuve cause, and willing to give mil- 
lions. Which brings us to Ride #5. Bennett 
understood that rich people somehow are less 
rauonal with their millions than with their thou- 
sands. So ask for the millions. After all, it's not 
like they can't afford it. ■ 
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Bitter Fruit: 
Orange County, Mired 
In Investment Mess, 
Files for Bankruptcy 

Decision, Following Default 
On Reverse-Repo Deals, 
May Put Assets in Limbo 

How County Got Into This 

By Wall Street Journal staff reporters 

Laura Jereski, G. Bruce Knecht 

And Thomas T. Vogel Jr. in New York 

And Andy Pas z tor in Southern California 

12/07/94 

The Wall Street Journal 

Al 

(Copyright (c) 1994, Dow Jones & Company, Inc.) 

Orange County's disastrous foray into Wall Street's high-rolling 
world of leverage and derivatives came to a brutal end yesterday when 
the California county and its investment funds filed for protection 
under Chapter 9 of the federal Bankruptcy Code. 

It is the largest such filing by a municipality ever. The decision 
affects not only the county's $7 billion in outstanding public debt but 
all 180 municipalities and local government agencies that had invested 
in the county's main fund. It also prevents Wall Street firms from 
selling securities owned by the investment funds but pledged to the 
firms as collateral against loans. 

The move was precipitated by the seizure of the county fund's 
securities by CS First Boston auid other Wall Street firms yesterday. 
The Oreuige County fund had struggled in recent days to prevent a run on 
its tottering $7.5 billion pool — a volatile cocktail of investments 
that had resulted in $1.5 billion of unrealized losses. 

Thomas F. Riley, chairman of the board of supervisors for the 
California county, said officials were left with no choice but a 
beuikruptcy filing after "a number of investment bankers" declined to 
roll over or renew $1.2 billion of existing "reverse-repurchase" 
agreements. The Wall Street action resulted in a default of the 
agreements, "necessitating immediate action" by the county. 

Although Mr. Riley didn't name any firms, traders identified CS 
First Boston Inc. as one; officials there declined to comment. But 
traders say the firm completed the sale of bonds late yesterday. CS 
First Boston "is out," a person familiar with the trades said. And 
Thomas Steffeinci, head of fixed income at Fidelity Investments in 
Boston, said $3 billion of securities held as collateral against Orauige 
County's borrowings was being shopped around yesterday. 

The filings open a wide gulf between the Wall Street firms whose 
loans to the fund are secured by bonds cuid holders of the county's 
municipal debt, most of which is a general obligation of the county. As 
in a corporate reorgemization, secured lenders ccin look to their 
collateral for repayment. 

But Kenneth Klee, the bankruptcy lawyer representing Orange County, 
said "any hysteria" about the municipal bonds ought to abate. The 
impact on investors remains unclear. Municipal-finance experts point 
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out that a bemkruptcy filing doesn't necessarily mean a bond default. 
For example, California's San Jose school district filed for bankruptcy 
protection in 1983 but didn't default on its bonds. 

The Orange County filing is still subject to court approval under an 
amendment to the federal Bankruptcy Reform Act of 1994, passed just 
eight weeks ago. Such approval seems certain. Once it is cleared, the 
county will be able to continue operating on a day-to-day basis, unlike 
in corporate reorganizations, which are under the jurisdiction of a 
court. 

As a result of Orange County's filing, Moody's Investors Service, 
the New York credm rating agency, announced it was suspending all 
ratings on the county s debt that isn't covered by bond insurance or 
backed by letters o credit Officials at Standard & Poor's Ratings 
Group didn t offer any comment 

The fallout over Orange County will hurt billions of dollars of 
outstanding debt issued by municipalities that invested in the 
ill-fated fund. 

Mr. Riley, reading a statement in a crowded meeting room at county 
headquarters in Santa Ana, said officials had begun to hold briefings 
with major pool participants and had already contacted the Securities 
and Exchange Commission, California Gov Fete Wilson and Sen. Diainne 
Feinstein to inform them of the bankruptcy filing. 

The Chapter 9 filing caine after 12 hours of closed-door meetings by 
the supervisors. Until yesterday morning, they had been hopeful that 
they could resolve the situation without a filing. The filing was 
necessary to protect the public and all the investors in the fund, 
board member Harriett Wieder added, noting that the county itself is a 
3"7% participant 

The county hired a noted Los Angeles firm that has specialized in 
high-profile corporate bankruptcies, Stutmam Treister & Glatt, to 
hauidle the reorganization 

The county said that the fund's problems won't interfere with its 
"aibility to provide all essential services." There will be four-month 
initial period for the county to develop a plan to restructure its 
fineuices. But the brokerage firms that lend money to the fund and the 
agencies that invested in it will have their assets frozen. 

The widening debacle is threatening to embroil Merrill Lynch & Co. 
— whoce stock has been falling — aind other Wall Street firms that 
bankrolled the invest:nents Among och^r things the firms face possible 
defaults on huge outstanding loans to the Orange County fund, which 
used financing arrangements known as "repurchase" agreements to buy $20 
billion of securities vith a down payment of just $7.5 billion. The 
firms also sold the fund at least $8.5 billion of customized derivative 
securities that would be difficult to sell except at fire-sale prices 
if the Oreuige ^..=j.iv:, liquidated. 

The crisis isn't likely to be limited to Orange County, where 
officials also were considering arranging some kind of interim 
financing from private institutions that might be guaranteed by the 
federal or state governinent Portfolios managed by California's San 
Diego County and Cuyahoga County in Ohio likewise have been battered by 
leverage, derivatives or both Cuyahoga officials plan to auinounce that 
they will slash the county's budget 11% next year as a result of the 
funds losses, according to Tim Hagan, president of the county 
commissioners. He also says the ccunt-v is "■"^rhairily prisnarincT legal 
action against these brokerage houses that were involved" in selling 
securities to the county fund. Other trouble spots are said to include 
public funds in San Bernardino, Calif., as well as local -government and 



Digitized by VjOOQIC 



100 

public-pension pools in Florida and Texas, where a state investment 
fund called TexPool already has disclosed $60 million in unrealized 
losses . 

Losses in the Orange County fund already have cost Robert Citron, 
who ran it, his job, and have brought scrutiny from federal officials 
and the major bond-rating services. The SEC also is investigating 
statements that Mr. Citron may have made to participants in the fund, 
suggesting that he had a plan to protect the fund's holdings if 
interest rates rose unexpectedly. 

If the fund is forced to liquidate, the losses could mushroom. But 
what is particularly striking about the case isn't just the magnitude 
of the losses, but the number of people involved in perpetuating the 
risky strategy. 

The 180 or so municipalities and government agencies that 
participated in the fund -- many voluntarily -- are now screunbling to 
figure out how all this affects their credit -worthiness and their 
ability to cover operating expenses. 

To the untrained eye. Orange County's portfolio didn't look 
particularly risky. It mainly consisted of high-quality bonds issued by 
U.S. government -sponsored agencies, with relatively modest maturities 
of five years or less. 

But those innocuous -looking holdings were leveraged 3-to-l through 
repurchase agreements with Wall Street firms. Like normal margin 
accounts, reverse repurchases involve buying securities with borrowed 
money, with the securities pledged as collateral. It was this 
collateral that CS First Boston emd other Wall Street firms were 
attempting to unload yesterday. 

The repurchase arrcingements amplify investors' returns and risks. To 
protect themselves against potential default, brokers require that such 
borrowers put up new collateral whenever adverse market moves cause 
those holdings to drop in value — an event known as a margin or 
"collateral call." 

This year, even as the funds losses were forcing it to come up with 
millions for collateral calls, the Orsinge County memagers compo\inded 
the fund's leverage -- as well as its sensitivity to interest rateswith 
derivative securities. Many of these were "inverse floaters" issued by 
agencies such as the Federal National Mortgage Association, or Feuinie 
Mae. These bonds, as their name suggests, have coupons that rise when 
interest rates fall, and vice versa. Like repurchase agreements, they 
effectively represent a way to borrow at short-term rates emd invest in 
longer-term rates. 

The Merrill broker who hsmdled the Orange County account, Michael 
Stamenson, is no stranger to such high-stakes strategies. In fact, he 
was involved in smother failed leverage scheme in 1984 that cost the 
city of San Jose, in California's Silicon Valley, $60 million. Like in 
Orsmge County, the city employed repurchase agreements and government 
securities. 

Merrill was one of several dealers involved in the disaster, amd Mr. 
Stamenson was the firm's broker on the account. Merrill paid $750,000 
to settle the matter with the city. 

The 54-year-old Mr. Stamenson, who will celebrate his 25th 
emniversary with Merrill in April, had a close relationship with Mr. 
Citron. And a profitable one. One of Merrill's top institutional 
salesmen, he has been reported to have earned commissions of more than 
$5 million in 1992 and 1993, with a big chunk coming from Orange 
County. Merrill, for its part, reportedly earned as much as $80 million 
over the two years from the Orange County fund alone. Neither Merrill 
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nor Mr. Steunenson would comment aibout this. 

The seeds of Orange County's undoing were planted in 1993, when Mr. 
Citron began increasing his investment dealings with Merrill. According 
to records of the fund's purchases, Mr. Citron began to cut off most of 
the other Wall Street dealers amd to concentrate his business with 
Merrill. In one 10-week period during the summer of 1993, Mr. Citron 
bought more than $2.7 billion of Fannie Mae securities from Merrill, a 
vast majority of the Femnie Mae public offerings the firm underwrote in 
that time. 

Frequently, the records of the fund show, Mr. Citron was the only 
buyer for the whole issue, as he was on July 1, when he bought the 
entire $800 million Fauinie Mae issue that Merrill offered. Merrill made 
about $7 million on those underwritings alone, according to Securities 
Data Corp. In all, the fund bought nearly $4 billion of such bonds from 
Merrill in 1993, according to records. That represents about one-fourth 
of the $13.9 billion underwritten by Merrill, Fannie Mae's number one 
underwriter. 

Because the portfolio is chock-full of issues for which there is 
little demauid in today's market, it is now far more unwieldy than many 
realize. 

As short-term interest rates started to rise earlier this year, Mr. 
Citron shifted strategies somewhat. For several months after rates 
rose, he bought fewer bonds. When he did buy, he picked bonds with 
maturities of as long as 20 years, which raised the portfolio's yields 
but intensified its risks. He leveraged the fund further by loading up 
on inverse floaters' and other derivative securities, records of the 
fund's purchases show. By June 30, 20%, or nearly $4 billion, of the 
fund's holdings were in derivatives. 

But the fund's borrowing costs were rising, even as the value of the 
securities saink, and lenders begam forcing Mr. Citron to post more 
collateral. Eventually, as rates continued higher, the fund's borrowing 
costs under those agreements exceeded the interest income on its bonds . 

A bond trader familiar with the fund describes one $500 million 
block of securities: The block is finainced with borrowings that have an 
interest rate of 6%. But the coupon on the underlying securities is 
3.5%, leaving the fund's net holdings deeply under water. "If we get 
smother interest-rate increase, they will be really upside down, " he 
says. 

For that reason, the trader says, investors in the fund would be 
better to take the 80 cents on the dollar that the fund is offering 
rather than wait for the market to improve. "The last guy in this pool 
is going to be left holding the bag," he says. 

By midsummer, other pressures were leaving Mr. Citron increasingly 
in need of cash. The year before, the county had borrowed $400 million 
in one-year taucaible notes to pump more money into the fund; now, as the 
fiscal year's end neared, Mr. Citron once again gambled boldly. Orange 
County and several of its dependencies raised $1.2 billion between June 
and August by issuing one-year tsucadDle notes. That represented more 
them half of the county's annual budget of $2.2 billion. 

Merrill says it believes the disclosure on those offerings was 
adequate. The disclosure "was extensive in terms of the nature of the 
investment fund to which the proceeds were going to be dedicated, " says 
Richard M. Fuscone, a Merrill managing director. 

However, the offering documents made no mention of the mounting 
pressures on the fund to come up with additional collateral, the effect 
of Mr. Citron's huge borrowings on the interest sensitivity of the fund 
or the decline in the value of its holdings. 
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Matthew Raeibe, the assistauit treasurer who took over management o£ 
the Orange County fund on Monday, didn't return calls requesting 
comment. However, in an interview Saturday, he said the offerings had 
been done to continue the fund's investment strategy. 

Merrill raised most of the money. And no sooner did the fund receive 
the money than it turned around and bought yet more bonds, all of them 
from Merrill -- a total of $1.2 billion worth from mid-June until the 
end of August, according to records of the fund's transactions and to 
figures from Securities Data Corp. Again, the bonds were longer-term, 
some as long as 20 years -- yet euiother bet that rates would fall. Many 
were derivatives . 

Mr. Fuscone says there is nothing out of the ordinary in the 
simultaneous underwriting of the county's securities and Merrill's 
sales to the fund. "It may be striking," he says, "but it is actually 
quite common. " 

But the fund's lenders on Wall Street were getting edgy. In August, 
several firms -- including Merrill, Morgan Stanley Group Inc., Dean 
Witter Reynolds Inc. and Nomura Securities International Inc. -- began 
to rein in the fund's credit by reducing the term of the repurchase 
agreements to one month from six months. This reduced their exposure to 
declines in the value of his securities. And where they could, they 
ceased lending altogether. 

Representatives from Morgain Steuiley, Nomura and Dean Witter declined 
to comment. However, William Rooney, who heads Nomura's credit 
department, says the across-the-board reduction in the fund's adDility 
to borrow reflected mounting auixieties on Wall Street. 

The last straw for the Orainge County fund appears to have been the 
Federal Reserve's three-quarter-point interest-rate increase on Nov. 
15. That prompted one of the fund's investors, Peer Swam, president of 
the Irvine Ranch Water District, to ask Mr. Citron to pay out $100 
million of the $400 million his agency had in the fund. 

Mr. Swan's actions prompted scrutiny of the fund's cash position, 
which brought to light an alarming fact: Its liquid assets, $2.2 
billion only months before, were dwindling rapidly. By Thursday, Nov. 
30, the fund had only $350 million readily at hamd. 

Although his demsuid helped bring the crisis to a head, Mr. Swan is 
now pointing the finger at Wall Street firms that supported Mr. 
Citron's aggressive investing. 

In the end, the hardest hit among the fund's investors may be many 
individuals who trusted the 69-year-old Elks Lodge regular with 
settlement payments and inheritances they had received in court. Most 
were referred to the fund by judges for California's superior court for 
the county of Orange. 

" I told people that the fund had performed very well , " Judge James 
P. Gray says. 

Rhonda L. Rundle in Southern California and Michael Siconolfi in New 
York contributed to this article. 

Orange County at a Glance 

Population; 2,596,511 

Total Employment: 1,123,700* 

Jobless Rate: 6.0% 

Median Family Income ('94 feast): $54,413 

Average Home Price: $247,710** 

Leading employers: McDonnell Douglas, Rockwell, Hughes Aircraft, 

Disneyland 

♦Excludes self-employed 

**Price of homes sold in Oct. '94 

Source: Orange County Administrative Office 
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HEADLINE: California Treasurer Urges Regular Pool Fund Reporting to Flag 
Portfolio Risk 

BYLINE: By Brad Altman 
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California Treasurer Matt Fong last week called for a change in state law to 
force intergovernmental investment pools to frequently update the current value 
of portfolio securities. 

Orange County might have dodged its financial fiasco if former treasurer* tax 
collector Robert L. Citron had been required to regularly disclose the current 
market value of the ill-fated portfolio he supervised, Fong said. 

By failing to mark to market regularly. Citron's "very sophisticated 
strategy* obfuscated the true impact of rising interest rates on the county's 
highly leveraged investment fund, Fong said in an interview. 

"By marking to market, I think those in the Orange County pool would have 
known much sooner ... that they were in deep trouble," Fong said. Unlike zmitual 
funds, intergovernmental pools currently are not required .to mark to market - 
that is, report each share's net asset value - on a daily basis. 

Fong made his comments last Friday, one day after the newly formed task force 
on local and state investment practices held its first hearing in Sacramento, 
Calif. Fong, sworn in as treasurer at the beginning of the month, was named 
chairman of the task force last month by Gov. Pete Wilson. 

The 11-member panel, composed of finauicial and investment experts from the 
private and public sectors, is scheduled to hold additional hearings Jan. 27 and 
Feb. 1, emd to make recommendations to Wilson by March 15 on what legislation 
might be appropriate to help prevent local governments from repeating Orange 
County's mistakes. 

Separately, the state Senate Special Committee on Local Government 
Investments is holding a daylong hearing today at the state Capitol that is 
expected to feature testimony by Citron and other principal players in the 
Orange County debacle. 

Both panels could recommend legislation to curb some local government 
investment practices . 
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Thomas P. Friery, treasurer for the city of Sacramento, testified before 
Fong's panel, and said in am interview Friday that he hopes the task force 
proceeds cautiously with legislative recommendations. 

"It would be very difficult and expensive to do (mark to market) more 
frequently." Friery said. Marking to market "is a very costly and time- 
consuming process." 

He said Sacramento updates its portfolio quarterly, which, "frankly. .. is 
enough. If we are directed to do it (more often) , it is a very expensive 
operation. " 

Fong said the task force has not decided how often administrators of 
intergovernmental pools should have to report on the status of securities in 
their portfolios - whether "on a daily, monthly, or quarterly basis." 

The treasurer said he expects the task force to recommend that oversight 
consnittees be formed to track intergovernmental pool investment strategies . 

He said he may restructure the California Debt Advisory Commission, and one 
of its new assignments would be to provide continuing ftcJucation programs for 
state and local officials who have supervisory responsibilities for investments. 

Fong's office issued a press release Thursday that aunplified on his comments. 

"Federal, state, and local officials have cautioned against confusing 
investment strategy with investment instrvunents , and point out that Orange 
County's losses stemmed from flawed investment strategy and lack of common 
sense, " the statement said. 

"It would be inappropriate to penalize all other state and local governments 
for Orange County's losses and that's exactly what we would do if we narrowed 
the list of permitted state and local investments." 

"If Orange County had been required to 'mark to market' more frequently than 
once each year, the county supervisors, investors in the Orange Coxmty pool, and 
taxpayers would have learned months earlier than they did that the county's 
investment strategy vras flawed and that losses were building up, " the Fong 
statement continued. 

"Taxpayers, investors, and perhaps even county supervisors cannot be expected 
to understand and evaluate complex investment strategies, but everyone 
vinderstands losses. I recommend that any losses be disclosed - and disclosed 
promptly. " 

At the Jan. 27 task force meeting, to be held in Los Angeles, Thomas Hayes, 
Oremge County's financial adviser and a onetime state treasurer, has been 
invited to testify. 

The statement said Hayes will be asked if "any of these proposals that we're 
talking about - if they had been in place - would they have prevented what 
happened in Orange County?" 
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APPENDIX F 
Proposed Exemption for Church Pension Plans 

Church pension plans and the pooled investment vehicles in which assets of 
church pension plans are invested (''church plans'*) generally are subject to regula- 
tion as investment companies under the Investment Company Act of 1940 (the 
''1940 Act**). It has been proposed that H.R. 3005 be amended to exempt church 
plans from the 1940 Act (and other Federal securities laws). The proponents of the 
proposed exemption contend that church plans are adequately regulated under other 
Federal and State laws. The attached chart compares the major investor protection 
provision of the 1940 Act with comparable provisions, if any, of the Employee Re- 
tirement Income Security Act of 1974 ("ERISA'*) and the Internal Revenue Code of 
1986 (the "IRC"). 

As the chart shows, ERISA does not provide investor protection comparable to 
that provided by the 1940 Act: ERISA does not apply to a church plan at aU unless 
the plan elects irrevocablv to be covered by ERISA, and even where a church plan 
elects ERISA coverage, the investor protection provisions of ERISA are not com- 
parable to those provided by the 1940 Act 

The relevant provisions of the IRC apply primarilv to plans that are qualified 
imder IRC § 401(a). Moreover, the objectives of the IRC are entirely different firom 
those of the 1940 Act: The IRC is designed to raise tax revenues in a uniform and 
nondiscriminatory manner, not to protect investors. Tax rules are not a suitable ve- 
hicle for protecting investors. 

As for State law, there is no basis for believing that State law can adequately reg- 
ulate chiuxh plans. ERISA was enacted in large measure because State law provMl 
to be inconsistent and ineffective in regulating pension plans. State law remedies 
were particiilarly inadequate in coping with multi-State plans, since it was uncer- 
tain whether an individual State could obtain jurisdiction over out-of-State parties. 
There is no reason to believe that State law would be any more effective today than 
it was in 1974, when ERISA was enacted. 

Attachment 
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Mr. Chairman and Members of the Committee, m^ name is Dee Harris. I am 
[)irector of the Arizona Corporation Commission's Division of Securities and appear 
before you today as President of the North American Securities Administrators 
\ssociation (NASAA). In the United States, NASAA is the national voice of the 50 
State securities a^ncies responsible for investor protection and the efficient func- 
doning of the capital markets at the grassroots level. I appreciate the opportunity 
x> testify before tlie Committee today. 

[. Introduction 

The U.S. financial markets continue to be the best in the world, due in no small 
>art to the regulatory system which makes them the safest in the world. I commend 
^ou and your colleagues for recognizing the need to examine a number of areas of 
regulatory oversight which may be in need of reevaluation. It is especially timely 
br the Senate, tne Securities and Exchange Commission (SEC), ana the States to 
imperatively review our regulatory structure as we enter the 21st century. 

NASAA, building on ideas developed during a 1994 strategic planning session, re- 
newed its commitment to self-evaluation by assembling a distinguished panel of reg- 
ilatory, industry, and academic authorities to assist the States in identifying areas 
)f Federal and State securities regulation that may be modernized in order to elimi- 
nate regulatory burdens that do not contribute substantially in a cost-effective man- 
ner to investor protection. The mission of this ^up, known as the Task Force on 
^e Future of Snared State and Federal Securities Regulation" (Task Force), is to 
recommend to NASAA ways in which more efficient and effective regulation can be 
provided to U.S. securities markets without sacrificing investor protection or eroding 
investor confidence in the marketplace. The Task Force has been asked to discuss 
ippropriate divisions of authority between State and Federal securities relators 
in li^ht of the limited resources available to monitor the rapidly expanding U.S. se- 
curities markets. One of the tools the Task Force has been asked to consider is the 
potential of inter-State compacts to better enable States to self-address the issues 
>f regulatory redundancies and a lack of uniformity. Such a tool will require Federal 
luthorization via the Congress. 

The Task Force is examining the complex issues surrounding mutual fund regis- 
Tation, investment advisers and financial planners, securities registration for small 
ind regional offerings, secondary market tradine, registration of oroker-dealers and 
i^sistered representatives, and the regulation of securities offered over the Internet. 

I am pleased to report that the Task Force has met regularly since last November 
to discuss the many complex issues on its agenda and intends to issue a report set- 
ting forth its recommendations in early fall. The mission statement and membership 
list of the Task Force are attached to tiiis testimony. 

[L Overview of U.S. Securities Reifulation 

In the last one hundred years, the growth of our capital markets has been truly 
astounding. And the profile of the average investor has evolved along with it. 

Today, one-third of American households or more than 80 miUion citizens own 
stock, either directiy or indirectiy. In the first 4 months of this year alone, a record 
$99 billion was invested into stock mutual fiinds. Todav, tens of millions of Ameri- 
cans receive quarterly earnings reports, watch cable television channels devoted to 
the financial mari^ets, and read magazines about how to invest in the market. 

Another indication of the exceptional growth of our capital markets is the number 
of initial public stock offerings. In the first 5 months of this year, more than 300 
initial public offerings (IPO's) worth nearly $20.5 billion hit the market. According 
to Securities Data Company, the quarterly record for new IPO's, set in the fourtn 
q^uarter of 1995 with $12.2 billion, will be broken by the 1996 second quarter's an- 
ticipated $15 billion. 

Over the course of the last century, the market has won the public's trust. This 
has happened due to both the historical record of long-term growth, and the evo- 
lution of a system of State and Federal oversight that helps assure fair play and 
thus market participation. 

The first modem American law to regulate the sale of securities was adopted in 
1911 by the State of Kansas. The Kansas law served as the nationwide model for 
State relation of securities offerings and the licensing of broker dealers and their 
agents. It was not until 1933, when the Securities and Exchange Commission was 
created by Congress, that the shared system of State and Federal regulation of the 
securities markets began. 

State securities administrators have led the way for decades in rethinking and 
streamlining the regulatory process. Some of the more recent examples include: In 
1981, the States were instrumental in the introduction of the Central Registration 
Depository (CRD), thereby creating substantial savings for the securities industry 
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each year via one-stop licensing of broker-dealers and sales representatives; in 
1988-1989, the States moved to broaden the exemption from State-level scrutiny to 
include not only securities listed on the major exchanges, but all securities listed 
on the NASDAQ National Market System; and in 1989, NASAA promoted the first 
streamlined, business-friendly, and investor readable prospectus with its adoption of 
the SCOR form. 

Considering the cyclical nature of the market, a thorough and prudent evaluation, 
such as the one now undertaken by the blue-ribbon Task Force, should be made be- 
fore any major overhaul of our regulatory system. Just as new regulatory initiatives 
are not helpful at the low point of a bear market, the optimum environment for ag- 
gressive deregulation is not during or near the end of one of historjr's greatest biul 
markets. 

NASAA believes that the Senate bill, as introduced, beg^ins to strike a proper 
balance between reasonable regulatory reform and the continuation of worthwhile 
protections for our Nation's investors. 

A well-designed securities regulatory system should impose no costs or burdens 
that are not adequately justified by enhanced investor protection. The product of 
investor protection is investor confidence. The product of investor confidence is rel- 
ative ease of raising capital for legitimate ventures. 

State securities agencies are the only regulatory front to provide investor protec- 
tion and capital formation at the local level. Distinguishable from our Federal coim- 
terparts who tend to focus upon the oversight of large corporate offerings and the 
internationalization of the marketplace. State securities regulators are concerned 
with small investors who are saving to pay for their retirement, their children's 
college education, or a variety of other needs. It is through this prism that we view 
the securities reform legislation now being considered by the Senate Banking, Hous- 
ing, and Urban Affairs Committee. 

Today's market is being driven in large part by money provided by the small in- 
vestor who relies on the protections afforded by the States. While it may take years, 
if not decades, to build up investor confidence, we must remember that this con- 
fidence can be destroyed in a matter of weeks, if not days. 

One of NASAA's primary concerns has always been that in the rush for deregula- 
tion of the securities markets, protections could be inadvertently weakened resmting 
in an erosion of investor confidence and loss of market integrity. State regulators 
continue to constitute the bulwark where individual investors are most Ukely to 
have recourse to protect them from abuses and to right wrongs that have been done. 
These protections must not be undermined. It is important to note that State securi- 
ties agencies have in place policies and procedures to respond to every complaint 
filed by an individual investor. 

in. Key Elements 

In many ways, the "Securities Investment Promotion Act of 1996," reflects the ex- 
isting and natural divisions separating our national and regional or local markets. 
We support the clarification of such natural divisions. 

Investment Advisers 

S. 1815 correctly identifies regulation of investment advisers (lA's) and financial 
planners as an area of significant importance in which State regulators provide fun- 
damental value. 

NASAA agrees that licensing jurisdiction over lA's should be divided between the 
SEC and the States, and could support using "assets under management" as the 
dividing criteria. 

NASAA recently participated in both the National Association of Personal Finan- 
cial Advisors and the Certified Financial Planning Board meetings where several 
members of the financial planning community publicly disclosed their support of 
raising the dividing line to $50 million. The primary reasons cited were (1) the ease 
of defining assets more broadly and aggregating the larger number to avoid licen- 
sure of firms and their agents, and (2) the fact that local retail financial planning 
lends itself more appropriately to State regulatory oversight than to Federal regu- 
latory oversight. SEC Chairman Arthur Levitt testified that Federal regulators do 
not have the resources to police these smaller retail planners nor does the Federal 
Government have licensing authority over agents of these investment advisers. 

Based upon this input, NASAA believes that the assets under management divid- 
ing line should be raised from $25 million to $50 million. 

Additionally, we suggest Congress direct the SEC to evaluate the appropriateness 
of that dollar figure every 3 years, taking into account the number of investment 
advisers, their geographical locations, and their method of operations. Comments 
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iould be solicited from investment advisers, financial planners, State regulators, 
id other interested parties as part of the evaluation process. 

rVESTMENT ADVISER REPRESENTATIVES 

The Investment Advisers Act of 1940 (Advisers Act) does not provide for Federal 
censure of investment adviser representatives (lAR's). S. 1815 would preempt 
:ates from licensing an lAR who is employed by, or associated with, an LA that 

exempt from State licensiire because its assets under management exceed $25 
iUion. This prohibition on licensing authority would exist regardless of the nature 
' the lAR's clientele. Consequently, an lAR making sales to small retail customers 
id employed by a firm with assets under management exceeding $25 million would 
>t be subject to the licensing authority of a regulatory agency. While the States 
;>preciate the Committee's efforts to permit States to require notice filings by lAR's 
ibject to exclusive SEC registration authority, as well as consents to service of 
rocess and requisite fees, without actual licensing authority the States will lose the 
biUty to conduct routine inspections, which often produce evidence of unlawful ac- 
wity which might otherwise remain undiscovered. 

Of particular concern to the States is the potential loss of licensing authority over 
\R's associated with LA firms operating out of small branch offices nationwide, 
ypically, a small number of lAR's operate out of each office providing, almost exclu- 
ivdy, retail investment advisory services. In many cases, the LA firm will have as- 
sts under management in excess of $25 million and under provisions of S. 1815, 
n lAR employed by the firm would not be licensed and therefore not inspected by 
ny State. Additionally, these lAR's are not likely to be subject to routine SEC au- 
its. An unintended consequence would be to create a licensing black hole for lAR's 
perating in a retail environment. Because of the local nature and retail clientele 
f these LAR's, the States have a strong interest in maintaining oversight of them. 

In addition to the regulatory gap, NA^AA is concerned that the differential treat- 
lent of lAR's based on the size of the firm raises anti-competitive, anti-small busi- 
ess issues. NASAA has always viewed smaller practitioners as healthy competition 
the large national firms. NASAA recommends that all retail-oriented sales activi- 
ies be regulated similarly. 

NASAA would suggest two solutions to avoid this potential regulatory gap. One 
olution would be to provide for dual State and Federal registration of lA's with a 
etail clientele regardless of whether the firm has assets under management in ex- 
ess of $25 million. The LAR's of such an lA would be subject to licensure by the 
states. As such. States could still deny or condition licensure to an LAR with sub- 
tantial disdphnary history, and revoke his/her license for cause. 

Another solution would be for States to retain licensing authority over an lA 
ased on the number of branch offices operated by the firm. NASAA proposes that 
offices is an appropriate number due to the fact that any number of offices be- 
ond 10 clearly indicates a greater likelihood for a retail orientation. 

Adoption of either of these solutions would insure that an lA with a primarily re- 
lil clientele would continue to be licensed by the States and the lAR's employed 
y that LA would continue to have some regulatory oversight. Without allowing the 
tates to license such LAR's, an arbitrarv regulatory dividing line will create a sce- 
ario where some LAR's providing retail advice are regulated and others are not. 

iNANCiAL Planners 

NASAA also believes that the bill presents the opportunity to more clearly define, 
tr purposes of Federal and State regulation, the term "financial planner," to clarify 
lat financial planners and others who hold themselves out as providing financial 
lanning services are, in fact, required to be registered under the Advisers Act, and 
censed in the States in which they conduct business. With the ever increasing 
sndency of employers to provide self-directed employee retirement plans, small in- 
estors are relying upon financial planners to plan for their retirement. Therefore, 
: is all the more important that regulatory oversight be maintained over persons 
roviding these services. 

S. 1815 would be an excellent opportunity to codify the provisions of Securities 
nd Exchange Commission Release No. (IA-1092), which has been proposed by the 
lEC for a number of years. I A- 1092 clarifies that financial planners and other indi- 
iduals are, in fact, required to be registered as investment advisers with the SEC 
ind the States. This would provide a more uniform standard for State adoption. 

NASAA also supports granting the SEC additional latitude to deny registration 
o financial planners and other lA's who have demonstrated a propensity to disobey 
>r vidate Federal and/or State securities laws. 
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Securities Registration 

A. Marketplace Exemption 

NASAA recognizes the appropriateness of exempting, for purposes of State reg- — 
istration and review, those companies listed or eligible for listing on the NYSE, .^ 

AMEX, and NASDAQ National Market System ("NMS"). Every State currently pro- 

vides exemptions from registration for securities listed or approved for listing on .^kz 
these three marketplaces. 

Several States currently require notice filings to perfect the State marketplace ex- :. 

emption. These States do not believe the filing is overly burdensome and suggest -^z^i" 
that the filing and fee be preserved. 

The bill, as drafted, provides that additional exchanges can be exempted from .^c= 

State registration provisions "as part of a category of seciuities on another ex . 

change." NASAA suggests this provision is too broad and does not take into account.=^^ 

the varying qualitative and quantitative standards imposed by each exchange. We 

recommend this clause be amended to read "on another exchange or trading system ^^h 

having substantially similar listing and maintenance standards as the exchanges oi =• 

marketplaces listea above." NASAA would be pleased to work with the Committee ■ 
to address this issue. 

NASAA is unaware of any company solely trading in any of the other mai^et 

places that is also eligible for the three identified national markets. This suggests- 
that the marketplace has appropriately decided where national offerings snould^ 
trade and list NASAA believes that market forces are more efficient than legislatives^ 
line drawing. 

Many States currently rely on the Federal Form D to perfect existing State ex- 
emptions. The SEC has recommended the form be discontinued at the Federal level 
but eligible for use by States. NASAA supports this approach. 

B. Registration of Small Offerings 

In the interest of eliminating inefficiencies and redundancies, NASAA recom- 
mends the Senate consider eliminating Federal registration of securities offerings of 
$5 million or less. These smaller offerings are purely local in character and scope. 
The unique needs of regional issuers are more appropriated overseen by State regu- 
lators rather than Federal regulators. It is both costly and burdensome for a smaU 
issuer in a far-western State, including accommodating a possible 3-hour time zone 
difference, to be required to respond to a SEC examiner located in Washington, DC. 

Small Business Assistance 

State securities agencies have responded to the Small Business Investment Incen- 
tive Act of 1980 with a variety of rules and exemptions to assist small businesses 
in their capital formation efforts. State securities regulators receive hundreds of 
calls each week from entrepreneurs asking for assistance in starting a business. 
Most are not looking for small business financing or other Government handouts, 
but want guidance on how to safely raise capital. 

The securities laws in 41 States provide for Small Corporate Offering Registration 
(SCOR) — ^a streamlined, fill-in-the-blanks registration process that allows firms to 
raise up to $5 million in a 12-month period. The purpose of the SCOR program is 
to provide small issuers with a simplified, streamlined disclosure document that can 
be completed at a significantly lower cost to issuers. As a reflection of their commit- 
ment to small business capital formation, the State securities divisions assist and 
educate the entrepreneur in developing adequate disclosure materials and good 
business practices that will aid the company in its future capital financing. 

NASAA has conducted education seminars for State examiners to better address 
the needs and resources of these small issuers. It has also developed a reviewers' 
manual to unify the examination of SCOR filings by other States and has produced 
a manual for issuers to facilitate their completion of the SCOR form. The issuer's 
manual is available on computer disk from each State, and at the NASAA office 
which mails out hundreds of disks annually to entrepreneurs. 

SCOR was pioneered by the Securities Division of the Washington State Depart- 
ment of Licensing and was formally adopted by NASAA in 1989 as a model for use 
by its members across the Nation. The streamlined disclosure document was drafted 
as a cooperative effort between the States and the American Bar Association. The 
SEC has adopted the streamlined disclosure document as an alternative form for 
use in Regulation A offerings of up to $5 million. 

There is a natural incentive for local regulators to assist an intra-State issuer to 
go to market. Many State securities agencies have embarked on aggressive "get-out- 
the-word'* campaigns to educate would-be entrepreneurs about uie capital raising 
process. State securities agencies have organized and conducted hundreds of semi- 
nars and workshops for small businesspersons seeking capital to start or expand a 
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business. Other States have established small business assistance centers in their 
securities agency. Local small businesspersons can visit these resource centers and 
get the kind of customized attention that would cost Uiem thousands of dollars if 
it were being provided by securities counsel. 

Investment Company Regulation 

Today, small investors who participate in the capital markets do so most fre- 
quently through mutual Ainds investments. This is an industry that prides itself on 
the availability of the public market via mutual ^nds for moderate income inves- 
tors. It has spent substantial amounts of money advertising to small investors, en- 
couraging them to participate in the public markets. 

Due to the sweeping Federal preemption of State authority of mutual funds, 
NASAA recommends that the Committee direct the Securities and Exchange Com- 
mission to conduct an annual conference, as well as such other meetings that are 
deemed necessaiy, with an association of State securities administrators. Such 
meetings will provide an exchange of ideas and experiences as to the effect of SEC 
disclosure policy impacting small retail investors. The fact that mutual funds are 
the investment vehicle of choice for middle class Americans demands that the local. 
State perspective must be preserved. The SEC and the States have in place such 
a conference for 1933 Act issues as directed by the Omnibus Small Business Capital 
Formation Act of 1980. 

Although section 18(d) of the biU preserves filing and fee payment at the State 
level, the bill does not provide States with a means of enforcing such provisions. 
NASAA would support a provision that would allow a State to suspend the offer and 
sale of securities in a State should an issuer fail to file the required documents or 
remit the fee required under the State law. 

In response to industry's request, many States now allow an investment company 
to register an indefinite amount of shares for sale, thus eliminating the potential 
for oversales and the corresponding liability resulting therefrom. Under a system of 
true indefinite registration, the fluid pays a small fee at the time of registration, 
then, within 2 months after its fiscal year end, files a sales report and pays an addi- 
tional fee based on actual sales during the fiscal year. NASAA would recommend 
the bill be amended to clearly provide for States to continue to require the filing 
of such reports. Additionally, in instances where a State has adopted an exemption 
&om registration for certain investment companies, NASAA would recommend that 
S. 1815 permit States to continue to receive any filings currently required to rely 
upon the exemption. 

We also support section 302 that deals with intra-State, closed-end investment 
companies and raises the amount from $100,000 to $10 million. NASAA agrees that 
this liberalization will spur on capital formation witiiout sacrificing investor protec- 
tions. 

Preservation of State Authority in Regulation of 
Broker-Dealers and Sales Agents 

NASAA strongly supports the Securities Investment Promotion Act's wholesale 
preservation of State authority over licensing and regulation of securities brokerage 
£rms and sales personnel doing business within a State's jurisdiction. This licensing 
authority is a traditional State constitutional police power that insures integrity and 
confidence of our local markets. NASAA has served as a conduit to the NASD and 
the industry to ensure that this one-stop licensing process is uniform and cost effi- 
cient. NASAA is committed to continue to upgrade the available technologies and 
modernize the State regulations to make this a seamless licensing process. 

Any weakening of State authority in this area would have ^e unintended con- 
sequence of eroding investor confidence and diminishing the pool of available public 
capital for small- and medium-sized companies. It is precisely this retail confidence 
and participation that makes the U.S. securities markets the strongest in the world. 

Anti-fraud and Sales Practice Enforcement Authority 

Clarifying report language to reflect the desire of the Committee to specifically 
and unambiguously preserve State sales practice authority is needed to avoid uncer- 
tainty in this area. State regulators have been referred to as the "local cop on the 
beat** We cannot disarm the local cop in any way while he or she poUces the more 
unscrupulous participants in our securities markets. Those who suggest that State 
reg^ators should be limited to policing oral sales practice conduct, indirectly en- 
courage litigation and ignore one of the great values State regulation brings to the 
marketplace. NASAA strongly opposes such limitations. 
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IV. Conclusion 

Mr. Chairman and Members of the Committee, NASAA believes that the Secu _ 

ties Investment Promotion Act of 1996 recognizes the critical role of State securiti . 

regulation and looks forward to working with you to clarify a number of issues a 
dressed in my testimony. 
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NORTH AMERICAN SECURITIES 
ADMINISTRATORS ASSOCIATION, INC. 

MISSION STATEMENT OF THE 

TASK FORCE ON THE FUTURE OF 

STATE AND FEDERAL SECURITIES REGULATION 

Preamble 

A little over a year ago. state securities regulators gathered to discuss and make 
recommendations regarding the proper role of state securities regulation for the fiiture. 
During the past year, and most likely as a result of significant changes in the membership 
of the U.S. Congress, sweeping legislative proposals regarding securities regulation have 
been introduced. In response to both of these events, the North American Administrators 
Association. Inc. (**NASAA"1 decided to convene a panel of outside experts to assist the 
states in addressing areas of change in state securities regulation that are necessary in 
order to keep in step with the rapid pace and ever-changing characteristics of the U.S. 
securities markets and the shrinking regulatory resources available to guide them. The 
Task Force on the Future of State and Federal Securities Regulation is the result. 

This Task Force has before it an opportunity to help shape the securities markets 
of tomorrow. The Task Force panicipants will be presented with the challenge of making 
recommendations regarding the proper roles for state and federal securities regulators, 
recognizing a need to promote efficient regulation that continues to advance our capital 
markets, yet keeping a vigilant eye on the mandate of investor protection. .\s a state 
securities regulator recently stated, we must modernize, not minimize, the role of state 
and federal securities regulators. Our markets will only remain vibrant to the extent 
investors believe they are fair and open. 

The significant strides that have been made recently in the areas of information 
flow and technology have, not surprisingly, had an impact in the securities area as well. 
However, the opportunities presented by these rapid technology advancements have also 
brought abuses. For as simple as it has become to reach millions of potential investors 
with the touch of a keyboard, it has become just as simple to defraud those individuals 
and hide in the anonymity that such technology allows. With advancements come 
challenges, and so regulation must keep pace. 

The mission of the Task Force necessitates the need to carefully consider all of 
the ramifications of any regulator.- change, to evaluate in a well-informed process the 
roles and functions of the many panicipants in the securities markets, and to formulate 
recommendations that will adequately protect investors while avoiding unnecessary 
burdens on legitimate capital formation. 
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The objectives of the Task Force on the Future of State and Federal Securities 
Regulation are to: 

(A) Assist NASAA and the states in evaluating the efficiency and 
effectiveness of the current status of regulation of the U.S. securities markets by state anc 
federal regulators and self-regulatory organizations: and 

(B) Make recommendations to NASAA regarding more efficient and effective 
means of regulating the U.S. securities markets by: 

(i) considering more appropriate divisions of authority between state and 
federal securities regulators in light of the limited regulatory resources available to 
monitor and regulate the rapidly expanding U.S. securities markets; 

(ii) recognizing and recommending, either state or federal, regulations 
promote investor protection and the best practices of those that are regulated: and 

(iii) addressing the need for securities regulation to keep pace with 
technology which brings with it new opportimities and new challenges. 

The Task Force shall convene at such regular intervals as are necessary to addres^g> 
the above-referenced objectives on a timely and priority basis. 

The Task Force shall issue a final repon to the North American Securities 
Administrators Association. Inc. containing all of the Task Force's recommendations 
relating to the stated objectives of this Task Force. 
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PREPARED STATEMENT OF A.B. KRONGARD 

Chairman and CEO, Alex Brown & Sons, and 
CHAffiMAN, Securities Industry Association 

June 5, 1996 

Summary 

The members of the Securities Industry Association have a fundamental interest 
in helping to make oiu- markets more efficient and lowering the cost of raising cap- 
ital. Our seoirities markets have long been the best in the world, in no small part 
because of an intelligent Federal regulatory system. However, changing times and 
circumstances have made some rules and statutes obsolete. Today there is keen 
global competition for capital among many markets around the world. Our Nation 
can only maintain its current strong position if its markets and their regulatory 
structure are as efficient and fair as possible. 

The world of the late 1990's is not the same as the world of the early 19d0's, when 
the Federal securities laws were initially drafted. Provisions that have outlived their 
useAilness need to be discarded or recast to ensure that America's capital markets 
continue to benefit our economy in the 21st century. S. 1815 attempts to modernize 
several aspects of securities regulation, and SIA is pleased to support it. 

S. 1815 addresses several problems regarding overlapping Federal and State secu- 
rities regulation by giving States exclusive authority in some areas, and the SEC 
exclusive authority in others. It allocates distinct roles for Federal and State regula- 
tion of investment advisers, and helps to bolster national securities markets bj 
providing for exclusive Federal oversight of mutual funds and of securities offerings 
to sophisticated investors. It also preserves existing Federal and State anti-fraud 
authority. SIA supports these provisions. However, we have some technical concerns 
with the current language of the investment adviser provision, and we have sugges- 
tions for broadening the national market provision to address other inefEiciencies in 
the current relationship between Federal and State securities regulation. 

SIA supports the bilrs effort to improve coordination among self-regulatory exam- 
iners, altiiough here too we have suggestions for strengthening the bill. SIA also 
applauds the provision that grants the SEC broad exemptive authority under the 
Securities Act of 1933 and the Securities Exchange Act of 1934. This provision will 
help the SEC to ensure that the letter of the law is consistent with the spirit of 
the law. 

There are some other provisions that SIA would like to see added to the bill. In 
particular, we urge the Committee to address the need to remove restrictions on the 
borrowing activities of broker-dealers. It is neither equitable nor defensible that re- 
strictions on sources of funds are imposed upon U.S. securities firms, while foreign 
broker-dealers as well as U.S. banks compete in the same markets without com- 
parable restrictions. A consensus on this issue appears to have been reached among 
the industry and regulators, and we urge that the bill address this point. 

Finally, we urge the Committee to consider adding a provision to S. 1815 regard- 
ing the suitability obligation of broker-dealers toward institutional investors. The 
law is currently unclear on the nature and extent of a suitability obligation owed 
to institutional investors. Neither institutions, nor securities firms, nor the markets 
generally would be well served by a one-size-fits-all approach to suitability. Instead, 
institutions should be able to contract for the level of advice that they wish to re- 
ceive from broker-dealers executing their orders. Congressional action to clarify this 
issue would avoid years of legal and market uncertainty. 

Testimony 

Mr. Chairman, Members of the Committee, the Securities Industry Association 
("SIA") * appreciates this opportunity to present its views on the Securities Invest- 
ment Promotion Act of 1996 (S. 1815). I am A.B. Krongard, the Chairman of SIA. 
The members of SIA play a vital role in the capital formation process and in the 
operation of our Nation's secondary trading markets. For more than 200 years the 



* The Securities Industry Association is the trade association representing over 700 securities 
firms throughout North America. SIA members — ^including investment banks, broker-dealers, 
specialists, and mutual fund companies — are active in all markets and in all phases of corporate 
and public finance. SIA members in the United States collectively account for approximately 90 
percent, or $100 billion, of securities firms' revenues and employ about 350,000 individuals. 
They manage the accounts of more than 50 million investors directly and tens of millions of in- 
vestors indirectly through corporate, thrift, and pension plans. (More information about the SIA 
is available on its home page: http://www.sia.com). 
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U.S. securities industry has acted as an intermediary between the suppliers of funds 
and those who need capital. 

SIA members have created these capital markets — equity, debt (both public and 
private), financial futures, options, OTC derivatives, among others — that are the 
world's envy. Because SIA members bring together investors and issuers of securi- 
ties, our members have a fundamental interest in serving the needs of both sets of 
clients. By finding ways to make our markets more efficient and lowering the cost 
of raising capital, everyone wins — investors, companies, the securities industry, and 
the U.S. economy. 

The securities industry is subject to a remarkable number of layers of oversight 
and regulation — the Securities Exchange Commission ("SEC or '"Gfommission") and 
other Federal agencies, self-regulatory organizations C'SRO's"), and 53 State and 
territorial entities all exercise some degree of authority over our members. We 
therefore believe we have some insights to share with the Committee on where 
value can be added to the regulatory structure as Congress considers how to "re- 
engineer" securities regulation. In many respects, this complex and multi-tiered reg- 
ulatory system has worked well. However, changing times and circumstances have 
made some rules and statutes obsolete, standing in the way of economic growth and 
competitiveness. 

These concerns require a legislative response that preserves policy objectives of 
the Federal securities laws, while identifying and improving those provisions that 
have become hindrances to the markets, and ultimatelv to issuers or investors. 
S. 1815, introduced by Senator Gramm, Chairman of the Committee's Securities 
Subcommittee, is a useful step toward modernizing securities regulation, and one 
that SIA supports. There are certain important issues, discussed oelow, which the 
bill does not address, or addresses incompletely. SIA hopes to work with the Com- 
mittee staff to strengthen the bill as it moves forward. 

L The Capital Markets Revolution 

The United States has the largest and most vigorous securities markets in the 
world. The^ are a tremendous national resource, affecting all areas of the U.S. econ- 
omy, providing low-cost capital to business and Government, and creating new 
opportunities for private and public investors. Since World War II equitv market 
capitalization has grown 75-fold, from $100 billion in 1945 to $7.4 trillion last year, 
while total outstanding Government and corporate debt instruments increased from 
$294 billion to $9.6 trillion, nearly a 32-fola increase. Today U.S. households hold 
$10 trillion in liquid financial assets, two-thirds of which are invested in capital 
markets products. Millions of people from around the world also invest in American 
jobs and economic growth through our capital markets. Foreign investors* trans- 
actions in U.S. securities grew from $1.4 billion in 1945 to $7.z trillion in 1995, a 
5,000-fold increase. 

Before I address the specifics of your bill, Mr. Chairman, I will discuss briefly a 
few aspects of the markets' transformation that make regulatory redesign both 
timely and essential to the future of America's securities markets. 

Technology 

Technology is the driving force of change and opportunity in the securities indus- 
try. Computers, modems, and sophisticated telecommunications systems have cre- 
ated previously unimaginable efficiencies and opportunities in the markets. These 
technologies lie behind the ability of the New York Stock Exchange ("NYSE") to 
handle an average daily volume of 338 million shares, compared to 6 million shares 
30 years ago. New tvpes of markets, such as the National Association of Securities 
Dealers Automated Quotation System ("NASDAQ"), have flourished in large part be- 
cause they took advantage of advances in computers and telecommunications. Tech- 
nology has helped our industry improve efficiency, handle increased volume, provide 
new producte and services, and expand information gathering and storage capabili- 
ties. It has also greatly increased the choices for the financial services consumer. 

Risk Management 

These developments in technology have helped make possible new financial in- 
struments to help companies and fund managers better manage risks, such as inter- 
est rate and currency fluctuations. Sophisticated risk management techniques have 
helped American companies compete in foreign markets, and have made it easier 
for American mutual funds and pension funds to maximize investment opportunities 
for millions of Americans. 

Internationalization 

Technology has linked American capitel markets with other markets around the 
world. Access to foreign markets benefits the U.S. economy by providing new sav- 
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ings pools, reducing capital costs, furnishing new investment opportunities, and in- 
creasing U.S. employment. Both developed and developing markets are seeking 
ways to enhance their international competitiveness, creating tremendous global de- 
mand for capital. 

Despite these innovations and the continuing success of the U.S. capital markets, 
the U.S. share of the world's equity market capitalization has declined by roughly 
20 percent over the last two decades, as illustrated by the chart attached to this 
testimony.^ Because the U.S. capital markets compete with expanding foreign mar- 
kets, inefficient regulations or policies will give the world's pool of capital another 
reason to seek new markets. In short, the pie has grown much larger, but other na- 
tions hungry for capital are taking a much larger share. The continued preeminence 
of the United States depends on many things, not the least of which is the ceaseless 
reexamination and improvement of the regulatory structiu-e governing our capital 
markets. 

The Need for Balance 

In the face of this intense global competition for capital, it is critically important 
to constantly seek the correct balance in regulating our securities markets. Every 
day billions of dollars of transactions clear and settle on the stock exchanges and 
in the debt markets based on a handshake, a nod, a hand signal, or a phone call. 
This would not be possible without the public's overwhelming confidence in the U.S. 
capital markets and the securities industry. Confidence depends on trust that the 
markets operate with complete integrity so that every participant plays by the same 
rules. If investors lose this confidence, their money may stay under the proverbial 
mattress. 

On the other hand, if regulations are needlessly complex or burdensome, capital 
will flow to markets with more rational regulatory schemes. America has been fortu- 
nate to have a Federal securities regulatory scheme over the past six decades that 
has worked extremely well. However, success can breed complacency. History shows 
that there is very little margin for error in regulating the capital markets, as over- 
regulation can stifle growth. 

II. The Need to Modernize Securities Regulation 

The Federal securities laws were initially drafted in the early 1930's to accommo- 
date the political and market realities of that day. The world of the late 1990's, how- 
ever, is not the same as the world 60 years ago. Provisions that have outlived their 
usefulness need to be discarded or recast to ensure that America's capital markets 
continue to benefit our economy in the 21st century. SIA is pleased that the Senate 
is considering legislation that attempts to modernize several aspects of securities 
regulation and promote investment. 

This section of my testimony will address what SIA regards as the core issues 
raised in S. 1815. These issues are: The creation of national markets, improved in- 
vestment adviser regulation, more flexible SEC exemptive authority, and coordina- 
tion among self-regulatoiy organization C'SRO") examiners. I will also address two 
important issues not raised in the bill, eliminating unnecessary restrictions on 
broker-dealers' funding sources and institutional suitability. 

While SIA supports S. 1815, we believe that it misses opportunities to address 
some flaws in the framework of securities regulation. In particular, SIA urges the 
Committee to consider broadening the bill's provision on creation of national securi- 
ties markets and to add a provision removing restrictions on the ability of broker- 
dealers to borrow from lenders. We believe that these provisions can be written in 
a way that is effective and that would enjoy substantial support within the industry 
and among regulators. 

A. Creating National Securities Markets 

One of the most fundamental inefficiencies within the Federal securities laws is 
the largely uncoordinated relationship between Federal and State jurisdiction over 
the seciuities markets. Before the Federal securities laws were enacted, many 
States had already adopted their own securities regulations, some of which require 
full financial disclosure by the issuer, and some of which are based on "merit re- 
view. The Securities Act of 1933 ("Securities Act") and subsequent Federal securities 
laws adopted their own system of full disclosure (and, in the case of investment 
companies, merit review). 



^See Exhibit A. The position of the United States among global capital markets is still very 
strong, considering that U.S. Gross Domestic Product gamers "only" about 23 percent of world 
GDP and the U.S. population is less than 5 percent of the world's total. 
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When the Federal securities laws were enacted, they did not attempt to delineate 
he relationship between the State and the Federal regulatory role. A report by the 
^erican Bar Association on State securities regulation and the dual Federal-State 
-ole said: 

It is not clear from the legislative history or the circumstances of enactment 
whether anyone in Conjgress or anyone otherwise connected with the bills had any 
systematic understanding of what the relations of State and Federal securities 
regulations should be, how regulatory responsibilities should be allocated, or how 
Federal disclosure regulation and State merit regulation should be accommodated 
to each other. In other words. Congress clearly did not intend to preempt State 
law; it envisioned some kind of coexistence, but the functional relationship of the 
two regulatorv systems was never well defined. The terms of the State-Federal 
alliance forgea in 1933 and 1934 therefore were never carefully outlined, and the 
overall resmt is a poorly coordinated regulatory structure.^ 

>r as SEC Chairman Arthur Levitt has put it, ''many think our combined [Federal- 
State] regulatory structure still looks more like the product of Rube Goldberg than 
tf Thomas Jefferson." * 

^tate Regulation of Securities Offerings 

Under this system of dual securities regulation, a corporate issuer wishing to 
nake a nationwide securities ofiferinff must ensure that the offering not only meets 
federal disclosure requirements and satisfies market demand, but is acceptable 
mder the laws of 53 States and territories. In contrast, in Europe companies can 
-aise capital from Rotterdam to Rome while complying with a single set of regu- 
atory requirements. 

As the securities markets have developed. State administrators have become part 
)f a much more complex regulatory structure. The evolution of self-regulatory orga- 
lizations such as the National Association of Securities Dealers C'NASD*') and uie 
>r\fSE has lessened the need for local regulation of national securities offerings. In 
iddition, the growth of institutional investors such as pension funds and mutual 
iinds, and their more active role in corporate governance, create a far more level 
>laying field for all investors than may have existed in 1933. 

Many States have worked hard to try to craft consistent State exemptions for cat- 
egories of offerings that do not require State regulatory oversight. For example, all 
States have adopted fairly uniform "blue chip"* exemptions from State review re- 
luirements for equity offerings by companies listed on a National Market System, 
nich as the major exchanges or NASDAQ. States have also provided exemptions 
Tom registration and substantive review for secondary market transactions and for 
sales to institutional investors and other sophisticated investors. 

While States have achieved a consensus that certain types of exemptions from 
State law are necessary, it has been difficult to coordinate tnese exemptions among 
)3 different jurisdictions, rather than applying one nationwide exemption. Inevi- 
^bly, inconsistencies crop up among State exemptions, increasing compUance costs 
for broker-dealers and other market participants. Even where States currently 
achieve consistency, it is likely that laws and administrative interpretations of dif- 
Terent States will evolve in different directions over time, eroding that hard-won 
iniformity. 

One iUustration involves State exemptions for secondary market transactions, 
rhere is a nationwide consensus, among both Federal regulators and State law- 
nakers and regulators nationwide, that secondary market transactions of msgor 
x>rporate issuers should be exempt from registration reouirements as long as appro- 
priate information about the issuer is publicly available.^ Unfortunately, the second- 
ury market exemptions of many States differ from each other in many respects.® 



^Report by the Ad Hoc Subcommittee on Merit Regulation of the State Regulation of Securities 
'Committee, American Bar Association, 41 Bus. Law. 785, 793-94 (1986). 

** Remarks of SEC Chairman Arthur Levitt, North American Securities Administrators Asso- 
dation, Vancouver, British Columbia, Oct. 23, 1995. 

^This exemption is necessary because otherwise, read literally, the requirements of both Fed- 
eral and State law that an "offering" must be registered could be deemed to apply to sales in 
^e secondary market. 

* State securities laws generally exempt non-issuer transactions from registration if the secu- 
rity traded is listed in a securities manual (such as Standard & Poor's or Moody's) recognized 
by that State. However, this "manual exemption" varies from State to State. Most States either 
specify particular manuals in the law, or simply require listing in a "recognized manual." Some 
States do not have an express manual exemption from registration, but exempt secondary mar- 
ket transactions if the transaction is unsolicited, is an 'usolated non-issuer transaction," or if 

Continued 
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This disparity has impaired the secondary market liquidity of many securities, nota- 
bly including many "blue chip" foreign securities/ because State law compliance 
biirdens discourage broker-dealers from making markets in those securities. This 
hurts investors, who are forced to trade securities at inferior prices due to reduced 
liquidity. One clear nationwide standard would promote the common interests of in- 
vestors, markets, and State and Federal regulators by improving secondary market 
liquidity without in any way impairing the States' legitimate functions. 

State Regulation of Investment Companies 

Mutual funds and other investment companies face particularly difficult problems 
with State regulation. State regulation of the investment company industry imposes 
burdens on the marketplace that are not justified by the benefits conferred on inves- 
tors. The SEC has pointed out that this is an area where "[t]he diversity of each 
State's substantive and procedural blue sky requirements make compliance dif- 
ficult."® Unlike SEC regulation of other types of corporate issuers, the Investment 
Company Act of 1940 ("Investment Companv Act") subjects investment company se- 
curities to Federal merit regulation, as well as disclosure regulation, making State 
oversight entirely duplicative. 

State regulation makes it difficult, if not impossible, for mutual funds to produce 
short, readable prospectuses. Many States require mutual fund prospectuses to be 
reviewed by State examiners, in addition to the merit and disclosure review con- 
ducted by SEC staff. Approval of mutual fund prospectuses in these States depends 
on meeting the approval of a State examiner, oflen based largely on the particular 
examiner's subjective personal judgment and preferences. Different examiners in 
different States may require any number of additions or revisions to prospectus dis- 
closure, resulting in prospectuses which are expensive to prepare but are often of 
little practical use. 

State Regulation of Securities Professionals 

1. Registration of Associated Persons. Many States require securities brokers to 
register with the State based on the piu-ely geographic test of whether an investor 
happens to be physically present within a State at the time a transaction is initi- 
ated. There is typically no de minimis exemption from this geographic test. For ex- 
ample, a number of States take the position that brokers are required to register 
if tneir clients place an order while they are temporarily in the State, even if merely 
passing through on business or vacation. The rationale behind these strict geo- 
graphic tests has been severely weakened by the increasing mobility of society.^ As 
a result, any reputable broker-dealer trying in good faith to comply with State re- 
quirements struggles with somewhat absui^d dilemmas, such as worrying about the 
momentary location of clients who are "snowbirds" or business travelers. Perhaps 
the best example of the burden that this inflexible approach imposes occurred dur- 
ing Desert Shield and Desert Storm, when broker-dealers were faced with trying to 
ensure that their agents were properly licensed with regard to many thousands of 
armed forces reservists mobilized and redeployed around the country. 

Likewise, many States require a broker to re-register with the State when he or 
she moves from one firm to another. Thus, a broker who has taken pains to register 
in every State where his or her clients have a presence may need to repeat that 
process if moving to a securities firm across the street. This results in duplicative 
expense and delays for the broker in resuming business.^® 



the security is currently registered with the State or falls within some other exemption from 
State registration. 

''Examples include such issuers as Bayer, Bridgestone, Ciba Geigy, De Beers, Deutsche Bank, 
Guinness, Heineken, Hyundai, Isuzu, Michelin, Minolta, Nestle, Nikon, Nintendo, Ricoh, Rolls 
Rovce, Samsung, Schering and Volkswagen. 

^Protecting Investors: A Half Century of Investment Company Regulation, SEC Division of In- 
vestment Management, May 1992, at 217. 

®The Internet has added a new concern about State registration requirements. In other con- 
texts, some States have taken the position that brokers are required to register prior to solicit- 
ing a potential customer located in the State. SIA understands that State regulators are now 
debating among themselves what this requirement means for brokers who simply make infor- 
mation about their services available on Internet "home pages" that are universally accessible. 
The need for a national standard on the status of broker-customer communications across the 
Internet is certain to become a more acute issue. 

*°This re-registration requirement is an inefficient way of screening out "bad apples." "As 
things stand today, a broker can accumulate a number of complaints and trigger no regulatory 
review as long as he stays with one firm. Because it is legally easier to deny a license than 
to revoke one, the system focuses your attention on the px)int in time when a broker changes 
firms. Although I understand the reasons for this, investors would be better protected if our re- 
sponse were triggered by complaints, not by job changes." Remarks of SEC Chairman Arthur 
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Failure to comply with State registration requirements such as these can have 
potential consequences that far exceed anything under Federal law. Under the 
Uniform Securities Act, which is the nucleus of State efibrts at uniformity, failure 
jf broker-dealers or their employees to comply with State registration require- 
ments is a criminal offense. ** In addition, even technical nonregistration infractions 
:an entitle a securities purchaser to rescind the transaction, even if the nonregis- 
tration bears no relation to the loss. Each sale is treated as a separate violation, 
30 that a purchaser can affirm money-making transactions and disaffirm only losing 
trades.*^ 

2. State Regulation of Securities Firms. State regulation of many aspects of the 
sperations of securities firms is an area ripe for Federal preemption. The SEC and 
the NASD already have comprehensive nationwide requirements relating to broker- 
iealers' financial responsibility, such as net capital, bonding, and books and records 
requirements. As with any nationwide industry that is comprehensively regulated 
at the Federal level, permitting States to have additional requirements that are in- 
consistent with each other and with Federal requirements simply adds unnecessary 
regulatory costs. *^ SLA agrees with the SEC, which has stated that: 

States should not impose books and records and capital reouirements that go be- 
yond applicable Federal and SRO standards. Instead, the States should come to 
the Commission with their concerns in these areas. ... Approaching books and 
records problems on a Federal level, or through the NASD, will prevent any po- 
tential problems that may arise in the adoption of varying books and records rules 
by the States, ensuring uniformity in broker-dealer recordkeeping requirements.** 

\pproach of Section 308 ofS. 1815 to National Securities Markets 

Summary. Section 308 would amend section 18 of the Securities Act to create a 
limited exemption from State review of securities offerings. With regard to mutual 
funds and other investment companies, and offers and sales to ^'qualified pur- 
:hasers," as defined by the SEC, section 308 of S. 1815 would preclude States from: 

(i) Imposing registration requirements for securities offerings registered with the 
SEC; 

(ii) Imposing conditions on the use of offering documents contained in a registra- 
tion statement filed with the SEC, or 

(iii) Imposing conditions on the offer or sale of any security registered with the 
SEC based on the merits of the offering or the issuer. 

For all other issuers, the restriction on State registration requirements would only 
come into effect if, among other things, the offering is listed on a major exchange 
Dr authorized for trading on the National Market System ("NMS") of NASDAQ, and 
no "person associated with the offering" is subject to one of the statutory disquali- 
fications listed in section 3(aK39) of the Securities Exchange Act of 1934 ("Exchange 
Act"). Section 308 would expressly preserve the ability of States to require filings 
for notice purposes, to collect certain types of fees, and would preserve State anti- 
fraud authority. 

SlA*s View. As an organizing principle, SLA believes that the best way to elimi- 
nate unnecessary duplication of Federal and State regulation is to make securities 
activities that are national in scope subject to Federal regulation, while preserving 
State authority over securities and transactions that are local in nature. Indeed, 
this is the approach of S. 1815 toward the State and Federal roles in regulating in- 
vestment advisers, discussed below. Measured by this standard, SI A believes that 
section 308 is an important step in the right direction, but that it could do much 
more to rationalize dual Federal and State regulation. 



Levitt, North American Securities Administrators Association, Vancouver, British Columbia, 
Oct. 23. 1995. 

"Uniform Securities Act §409. 

»2 Uniform Securities Act §410; C. Long, Blue Sky Law, vol. 12, §1.04[3] at 1-14 and cases 
nted therein. For example, a national broker-dealer that was registered in Oregon was required 
to rescind losing transactions that were handled by an agent in San Francisco who was not per- 
^nally registered in Oregon. Stimmel v. Shearson, Hammill & Co., 411 F. Supp. 639 (D.Or. 
1976). 

*^For example, a West Virginia statute enacted 2 months ago requires broker-dealers with 
offices in that State to make annual financial disclosure filings with the State beyond those peri- 
xiic filings of financial information that broker-dealers are reouired to file wim the SEC and 
i/arious self-regulatory organizations. W. Va. Stat. §32-2-203 (effective June 8, 1996). 

** Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, Sub- 
committee on Telecommunications and Finance, Commerce Committee of the U.S. House of Rep- 
resentatives (Nov. 30, 1995) at 9. 
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By preempting State regulation of mutual fund offerings and offerings to sophisti- 
cated investors, section 308 draws important and necessary boundaries between 
State and Federal orbits. For the reasons discussed earlier, exclusive Federal over- 
sight of mutual iunds will help make mutual Aind prospectuses easier to read, and 
wUl lower fund costs. This will be of great benefit to fund investors. Likewise, elimi- 
nating State review of offerings made to sophisticated investors will help to lower 
the cost of capital formation by discarding regulatory requirements that are not 
wanted or needed. 

The approach of the bill in its current form toward other categories of issuers is 
not helpful. Companies with securities listed on major exchanges or the NASDAQ 
NMS, and their underwriters are unUkely to use the provision in its current form. 
Proposed section 18(bX2) states that the provision does not apply if "a person asso- 
ciated with the offering is subject to a statutory disqualification'' under section 
3(a)(39) of the Exchange Act or any substantially equivalent State law.*^ The overly 
broad term "person associated wiUi the offering^' coupled with the very long list of~ 
statutory disqualifications conteined in section 3(a)(39) means that issuers and un- 
derwriters will find it impossible to determine with certainty, prior to an offering, 
whether they have satisfied this condition. Given that Stete laws usually provide 
the purchaser with a right of rescission if an issuer fails to register, the only safe- 
course for an issuer or underwriter will be to disregard this provision and to con- 
tinue relying solely on any available State exemptions. 

The bill adso fafls to preempt State registration requirements for secondary mar- 
ket trading. As discussed earUer, all Stetes intend to exempt secondary market 
trading of blue-chip issuers from registration requirements. The exemptions are not 
uniform, either among themselves or with Federal exemptions. H.R. 3005, a securi- 
ties regulatory reform bill recently unanimously approved by the House Commerce 
Committee, contains language, developed on a bipartisan basis, that would address 
this concern, and SI A strongly urges its inclusion in S. 1815.^® 

As for broker-dealer regulation, as noted above, the SEC has forcefully articulated 
the need for uniformity among State and Federal requirements for capital and books 
and records. H.R. 3005 includes language that would effect the SEC's recommenda- 
tion. This issue should be addressed in S. 1815. SI A also urges adding a provision 
granting a limited exemption to associated persons of broker-dealers from State li- 
censing requirements so they can service their existing customers in situations 
where they might otherwise run afoul of technical licensing requirements — ^for ex- 
ample, when a customer places a trade while traveling through a State where his 
or her account representative is not licensed. H.R. 3005 reflects an approach that 
addresses this issue. 

The bill's preemption provision could also be greatly improved by addressing a 
problem that is potentially far more significant than the lack of uniform exemptions 
from State registration: The impact of inconsistent Stete standards for private class 
action lawsuits on participants in nationwide offerings and the national securities 
markets. It is importent to understand that this concern has nothing to do with the 
essential role that Stete authorities play as the "local cop on the beat" in policing 
against fraud. Instead, the concern here touches the same abuses that drove the en- 
actment of the Securities Litigation Reform Act of 1995 (Public Law 104-67), As 
SEC Commissioner Steven WaUman recently framed the problem: 

One has to wonder if we will be able to have a viable system of national, and in- 
creasingly international, capitel formation, if we have multiple, disparate anti- 
fraud laws. ... So far, for a number of reasons, we have basically seen private 
class actions brought only under Federal law. But if Stetes begin to modify their 
private action fraud laws to override the Federal scheme, the question will surely 
be raised as to whether we will continue to have the type of market that has pro- 
duced so much capitel and done so well for investors in this country. . . . [T]hought 
has to be given as to whether we need consistency, at least for those national 
offerings such as NMS and above, in our anti-fraud provisions much more than 
we need it in our registration and Ucensing provisions. At least two approaches 
would satisfy the consistency requirement: Either require for private rights of ac- 
tion — I am not concerned that Stete securities administrators would abuse their 
power — that Stete anti-fraud laws not be inconsistent with the Federal stendard. 



*®H.R. 3005, as it was voted out of subcommittee in March, had an almost identical restric- 
tion. The provision was modified by the House Conmierce Committee to address substantive 
concerns. See H.R. 3005, section 102 (proposed section 18(cX3) to the Exchange Act). 

*«H.R. 3005, section 102 (proposed section 18(bX4)(A) and (B)). 
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or preempt State law in the area of private actions so that private actions are 
brought under the Federal standard.''' 

3. Restrictions on Broker-Dealer Funding Sources 

The changes in the financial markets since the 1930's require a comprehensive 
"eview and revision of the various regulations governing restrictions on extensions 
tf credit to securities firms. Such a revision is necessary in order to ensure the con- 
inuing ability of broker-dealers to compete effectively in the global financial mar- 
Lets. We believe that the continued disparities between the limitations on sources 
\f funding imposed upon U.S. securities firms and those applicable to other financial 
nstitutions are indefensible in light of the fact that there are no longer significant 
lonstraints on the ability of banks and other entities to compete directly with 
>roker-dealers. 

The Board of Governors of the Federal Reserve System (the "Board") recently 
idopted significant changes to many aspects of Federal regulations regarding lim- 
tations on extensions of credit by broker-dealers, and proposed further changes. 
rhese changes address many of the concerns that have been raised about regulatory 
inachronisms in Federal mandn regulation. Among other things, the Board ap- 
>roved changes to Regulation T, the Board's principal regulation governing broker- 
lealer ^ctensions of credit, that should: 

• Eliminate restrictions on a firm's ability to arrange for an otherwise possible 
extension of credit; 

• Subject options transactions to SRO margin rules rather than Regulation T; 

• Allow firms to lend on any convertible bond if the underlying stock is margin- 
able; 

• Increase the loan value of money market mutual funds from 50 percent to "good 
faith;" 

• Allow firms to lend on any investment grade debt security; 

• Allow lending of foreign securities to foreign persons for any purpose against 
any legal collateral; and 

• Expand criteria for determining which securities qualify for securities credit. 

The release also contains proposed rules that would: 

• Allow broker-dealers to extend good faith credit on any non-equitv security; 

• Allow transactions involving non-equity securities to be effected in an account 
not subject to the restrictions of Regulation Ts margin account; 

• Remove restrictions on the ability of broker-dealers to calculate required margin 
for non-equity securities on a "portfolio" basis; 

• Relax the Board's collateral requirements for the borrowing and lending of secu- 
rities; and 

• Exempt from Regulation T any credit extended abroad by a U.S. broker-dealer 
on foreign securities to foreign persons. 

In light of the Board's action, SIA believes that legislative reform of the securities 
:redit margin provisions of the Exchange Act is not appropriate at this time. How- 
5ver, a narrower set of legislative reforms — relating only to the borrowing activities 
>f broker-dealers, which are not addressed by the regulatory changes currently 
sending before the Board — should be addressed promptly through legislation. 

Current limitations on broker-dealer borrowing significantly impair the ability of 
broker-dealers to obtain funds on the most favorable terms available in the market. 
rhe costs imposed by this requirement put broker-dealers at a competitive dis- 
idvantage with other market participants, who are not subject to similar restric- 
tions. Moreover, the percentage limits on borrowing currently prescribed impose a 
particularly great burden on broker-dealers in light of the nature of their assets and 
inventory. 

The restrictions on borrowing by broker-dealers, as currently implemented under 
section 8 of the Exchange Act, prohibit broker-dealers from borrowing from lenders 
Dther than broker-dealers and Board-regulated banks when using collateral consist- 
ing of equity securities listed on a national securities exchange. In addition, under 
section 7 of the Exchange Act, loans to broker-dealers (by any lender) are subject 
to lending limits imposea by the Board. 

SIA urges the repeal of section 8(a) of the Exchange Act, together with amend- 
ments to Exchange Act section 7 to permit extensions of credit, by any lender and 
ivithout regard to the lending limits set by the Board, to market makers, under- 
ivriters, and broker-dealers engaged in a securities business with customers. This 



"Remarks of Commissioner Steven M.H. Wallman Before the SEC/NASAA Section 19(c) Con- 
«rence, April 29, 1996, at 6-7. 
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would provide broker-dealers with a substantially greater ability to obtain financing 
for their activities at the lowest available cost. We believe that the continued dis- 
parities between the restrictions on sources of funds imposed upon U.S. securities 
firms and those applicable to other financial institutions are indefensible in light 
of the fact that there are no longer significant constraints on the ability of banks 
and other entities to compete directly with broker-dealers. Moreover, foreign broker- 
dealers, generally free from any comparable regulatory constraints, often enjoy sig- 
nificant cost and flexibility advantages, placing U.S. broker-dealers at a major com- 
petitive disadvantage. 

In light of these concerns, SIA strongly lu-ges that S. 1815 be modified to include 
language, such as that included in H.R. 3005, that would address our concerns 
about ftinding restraints on broker-dealers. Such a provision would greatly enhance 
the competitiveness of U.S. broker-dealers and reduce costs to their customers. 

C. Overhauling Investment Adviser Regulation 

Summary. Title I of S. 1815, the Investment Advisers Integrity Act, is intended 
to eliminate the overlap between State and Federal regulation of investment advis- 
ers. It would exempt an investment adviser with less than $25 million in assets ^ 
under management and that does not advise a mutual fund from SEC registration _ 
and oversight, so long as it is required to register with the State in which the ad- 
viser maintains its business. Advisers that are registered with the SEC would be -= 
exempt from State investment adviser registration requirements. 

Title I also addresses a number of other facets of investment adviser regulation. 
It would: 

• Provide that an investment adviser complying with books and records re — 
quirements of the State of its principal place of business cannot be subject tc^ 
additional books and records requirements, or higher net capital or bonding re— 
quirements, by any other State where it conducts business. 

• Authorize the SEC to deny investment adviser registration to anyone convicted 
of a felony in the previous 10 years. 

• Authorize an appropriation of up to $16 million in each of FY 1997 and 1998 
for SEC enforcement of the Investment Advisers Act of 1940 ("Advisers Act"). 

SIA's View. SIA believes that the Advisers Act has generally served the public 
well. SIA believes that the Commission has used its broad auttiority to police the 
advisory community wisely, especially given the resource restrictions that it has 
faced. While the Advisers Act has generally been successfiil, SIA shares the con- 
cerns of both the SEC and the sponsors of S. 1815 that the SEC's perennial resource 
limitations have resulted in a Federal inspection program that tends to do too little, 
too late. It is in the best interest of investors that this problem be solved, even 
though it may add some compliance cost for SIA members. Title I seeks to eliminate 
the overlap between State and Federal regulation of advisers by focusing Federal 
resources on larger advisers and State resources on smaller advisers. This is a 
creative and constructive approach to alleviating a major problem in the current 
investment advisers regulatory framework. 

SIA strongly supports the concept laid out in Title I of separating Federal and 
State regulation of investment advisers by size. However, there are some technical 
flaws in the bill as currently drafted that weaken this objective. By giving States 
exclusive jurisdiction over advisers with less than $25 million in assets under man- 
agement, even if the adviser is one of many advisers under common control of one 
corporate entity, this provision undercuts the goal of Federal oversight of the largest 
entities. Several of SIA's members are structiu-ed in such a way as to have many 
investment advisers under common control of the firm. This practice permits more 
flexibility in establishing investment advisers for specialized purposes. Title I, how- 
ever, woidd subject many of these commonly-controlled advisers to a hodgepodge of 
State or Federal regulation, depending on whether the adviser has more than $25 
million in assets under management, and where a particular adviser happens to be 
located. Meanwhile, large firms that are not organized in this manner would be sub- 
ject to exclusive SEC oversight. 

This approach elevates form over substance, and will create unfair regulatory and 
compliance burdens on firms based on the structure of their advisory services.^® 



*® Title I contains a provision that would permit the Commission by rule to expand the 
categories of persons subject to exclusive Federal oversight. See proposed new section 203A(c) 
to the Advisers Act. That may not be an adequate resolution of the issue. Firms that are 
structured so as to have multiple advisers under common control would continue to face the reg- 
ulatory and competitive disadvantage discussed above until such time as the Commission pro- 



Digitized by VjOOQIC 



141 

his problem can be eliminated by permitting the aggregation of assets under man- 
cement for all investment advisers controlled by or under common control with a 
derally-registered investment adviser. This modification would advance Title Fs 
>al of establishing Federal oversight of larger advisory institutions and State over- 
ght over smaUer advisers. 
SIA has some additional suggestions for technical improvements to Title I: 

• Title I is made applicable to '"an investment adviser or employee of an invest- 
ment adviser." This language raises questions about the impact of the provision 
on investment advisers that operate through independent contractors rather 
than employees. One solution could be to include persons "associated with" an 
investment adviser, ^® 

• SIA agrees with the provisions of the bill preserving State notice filing re- 
quirements and State enforcement actions with respect to fraud. However, the 
language in Title I preempting State review of investment advisers subject to 
SEC review should clarify that it preempts all other State investment adviser 
requirements. For example, it should be made clear that advisers who are feder- 
ally registered are exempt from State books and records or net capital require- 
ments, not just State registration, licensing, or qualification requirements. 

• The biU preserves the ability of States to require notice filings and fees from 
advisers who are to be registered exclusively at the Federal level. In many in- 
stances advisers also have notice filing and fee obligations under State broker- 
dealer registration provisions. SIA believes that persons or entities that are 
dually registered as broker-dealers or broker-dealer associated persons and as 
federaUy-registered advisers should be exempt from State requirements for ad- 
viser notice filings and fees. It would also be helpful to clarify that the term 
''requisite fees" refers to fees reasonably necessary to cover filing costs, to en- 
sure that States do not misuse the provision as a new source of revenue unre- 
lated to the actual cost of regulating the advisers paying the fees. 

>IA would be pleased to assist the Committee in addressing these and other tech- 
lical issues concerning Title I. 

). Broadened SEC Exemptive Authority 

In a complex re^^atory environment, remilatonr underbrush inevitably builds up 
ver time. Where it is within its power to do so, the SEC has generally done a good 
}b of keeping regulatory growth from choking the capital markets, and has often 
hown flexibility and ingenuity in adapting its regulations to fit changing market 
Dnditions. For example, the Investment Company Act allows the SEC to exempt 
ny person, security, or transaction from regulation if the SEC finds that the ex- 
mption is consistent with the purposes and policies of the securities laws. This per- 
lits the SEC to shape the letter of the law to fit the spirit of the law. The Advisers 
ct contains similar exemptive authority. 

The SEC has generally used these provisions in a constructive way, keeping the 
sgulatory framework flexible without compromising the purposes of the statutes it 
iministers. Section 309 of S. 1815 would provide the SEC with similar exemptive 
lithority imder the Securities Act and the Exchange Act. SIA strongly supports this 
rovision. With such authority, the SEC would have the flexibility to address regu- 
itory requirements that have outlived their usefulness. 

. Designation of Primary SRO and Examining Authority 
There has long been Congressional and SEC interest in better cooperation among 
le inspection efforts of SRO's. For example, when Congress enacted the 1975 
mendments to the Exchange Act, the Commission was ^ven the authority, in order 
> "foster cooperation and coordination among self-regiuatory organizations," to re- 
eve SRO*s of examination authority and other specified regulatory ftinctions, and 
3 ''allocate among self-regulatory organizations the authority to adopt rules with re- 
pect to matters as to which, in the absence of such allocation, such self-regulatoiy 
rganizations share authority under this title." ^^ Based on this authority, the SEC 



Qulgates a rule — a process that at a minimum would take several months after enactment of 
he statute. 

^^The term "persons associated with an investment adviser" is a defined term under section 
202(aX17) of the Advisers Act. It applies to persons performing functions on behalf of the invest- 
aient adviser. Inclusion of this language does not create a new category of persons exempt from 
State oversight, but clarifies who is eligible for the proposed exemption. The addition of this lan- 
guage would also ensure uniformity between the new and existing provisions of the Advisers 
Act. 

*o Exchange Act § 17(d)(1). 
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adopted Rule 17d-l, which establishes a system for SEC designation of a single ex- 
amining authority for broker-dealers that is limited to auditing for compliance wif^ 
capital requirements. 

Section 312 of S. 1815 is an incremental step toward reducing unnecessary dupli 

cation of regulatory examinations. The provision requires the Commission and sel f- : 

regulatory or^nization examining authorities to "eliminate any unnecessary and^B 
biirdensome duplication in the examination process" by sharing information "as ap— - 
propriate to foster a coordinated approach to regulatory oversight of brokers andH 
dealers. ..." 

This language, while innocuous, is a completely insufficient answer to a real prob 

lem. Recognizing that previous efforts at coordinated examinations have failed, th gsa* 
SEC and self-regulatory organizations entered into a "Memorandum of Understand — 
ing" last fall. Tnis agreement set out a framework for more effective coordinatior^ 
through computerized tracking, periodic planning conferences, and broker-dealer- 
evaluations of the effectiveness of examination coordination. H.R. 3005 embodies the 
substance of the Memorandum of Understanding. It also contains a provision bar- 
ring an examining authority that fails to partiapate in a coordinatea examination 
from conducting a routine examination (but not a cause examination) of that broker- 
dealer for 9 months. While the failure of examining authorities to coordinate efifec- 
tivelv has been an intractable problem, SIA believes the provision in H.R. 3005 is 
much more likely to have an impact than the provision of S. 1815. 

F. Suitability and Institutional Investors 

The securities industry has long recognized that, in the case of an individual or 
"retail" customer, a broker who recommends an investment must have a reasonable 
basis to believe that the investment is appropriate to that customer's financial cir- 
cumstances and investment objectives. This precept is rooted in the notion that in 
selecting securities, retail customers rely on the knowledge and expertise of their 
broker. In the retail sales context in which the suitability doctrine was developed, 
it is a sound component of the obligation of brokers to treat their customers fairly. 
Most retail customers rely on a single broker as a source of investment advice and 
are willing to disclose to the broker financial and personal data, investment objec- 
tives, portfolio composition, and similar kinds of information necessary to permit the 
broker to determine what investments are suitable for the customer. Conversely, a 
retail customer who is cold-called by a broker is entitled to expect that the broker 
will gather the necessary information to make a suitability determination before 
making a recommendation. SIA members take their suitability obligation regarding 
recommendations to retail customers seriously, and do not propose to alter those 
obligations in any way. 

In the case of an institutional client, however, the presumption in our industry 
is the opposite — that the client is making its own decisions and relying on its own 
myriad sources of advice and does not therefore expect a broker to interject its views 
concerning the suitability of the institutional client's trades. Moreover, the prin- 
ciples upon which the retail customer suitability obligation is founded customarily 
do not apply in the institutional market. Unlike the typical retail customer: 

• Institutions are frequently sophisticated and active participants in determining 
their own investment strategies. Institutions often employ investment profes- 
sionals or retain external aavisers to aid them in selecting investments. In 
many cases, the broker's role is merely to effectuate a strategy devised by other 
professionals. 

• Many institutions are unwilling to disclose their overall investment methodolo- 
gies and portfolio holdings to a broker. Investment plans are typically treated 
as proprietary and confidential. 

• Many institutional clients use the services of several brokers. Even if some por- 
tion of the institution's strategy and objectives are revealed incident to obtain- 
ing brokerage services, any one broker is unlikely to be privy to the institution's 
total portfolio. No brokerage firm can therefore effectively assess the suitability 
of a particular investment. 

For these reasons, the concept of suitability loses its meaning in the case of the 
typical institutional customer. The institution will have formulated an investment 
strategy, one component of which is risk tolerance. For a broker to attempt to make 
its own determination concerning whether any particular trade is "suitable," would 
require the broker to undertake a re-evaluation of the institution's entire strategy. 
Few institutions want or need this type of second-guessing from brokers. 

Of course, on occasion, some institutional investors require investment advice 
from their brokers and are willing to provide the information necessary to enable 
the broker to assess whether particular investments are appropriate to the institu- 
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tion. Institutional clients of this nature are, however, the exception, not the rule. 
Therefore, where an institution is relying on its broker in this fashion, it is not un- 
reasonable to require that the institution clarify that understanding with the broker 
in writing in advance of trading. In the institutional market, advance agreements 
of this nature would protect the institutional client and the broker from misunder- 
standings concerning the scope of the service provided by the broker. 

Application of the suitability doctrine to institutional trading leads to a variety 
of problems and unintended consequences for broker-dealers and the market gen- 
erally. IronicaUy, perhaps the greatest adverse consequences may be for institutions 
and the shareholaers or taxpayers that support them. First, the ability to fall back 
on a suitability claim may actuallv discourage many institutions from installing the 
types of sophisticated decision-making and internal controls that should be the nail- 
mark of entities responsible for deploving large aggregations of investment capital. 
A fundamental premise of our capital markets is that risk and reward go hand in 
hand. If institutions beUeve that the securities laws will permit them to transfer 
losses to their brokers, the incentive to bring sophistication and prudence to bear 
on the investing process is eroded. This is naroly in the interest of institutional 
clients or the int^^ty of the market generally. 

Second, the existence of an automatic suitability obligation toward institutions 
will add substantial costs to broker-dealer services. As noted above, in order to 
make a determination as to the "suitability" of every "recommendation" for an insti- 
tution in light of its portfolio and overall investment strategy, broker-dealers would 
have to make substantial and intrusive inquiries into the institution's financial pro- 
file and internal strategies. The costs of making these determinations will inevitably 
be passed on to the institution. 

Third, because of the risk of hindsight allegations that the suitability obligation 
was breadied, reputable broker-dealers are likely to withdraw services to all but the 
most sophisticated institutions. Many institutions, such as State and local govern- 
mental entities, are therefore likely to face lower net rates of return and poorer 
service from a shrunken pool of available broker-dealers. 

Without legislation, the ability of even willing institutional clients to contract out 
the suitability obligation is uncertain. Attempts to do so may themselves spawn 
litigation. As a general proposition, the securities laws do not permit contractual 
waivers of rights arising under those laws.^* Further, the SRO's generally will not 
permit a member to abrogate by contract obligations imposed under SRO rules. 
Thus, absent Congressional action, binding agreements concerning the suitability 
obligations owed to a particular institutional client may not be possible. 

For these reasons, market practice concerning the relationship between brokers 
and institutional clients should govern, and exceptions should be dealt with by 
contract. In cases where the institution wishes to have the benefit of the broker's 
advice (in the form of the application of the suitability doctrine), the parties should 
expressly so agree, and the client must be prepared to provide the broker with the 
inlormation necessary to permit it to reach an informed conclusion. Conversely, in 
the case of institutional chents that, either through the employment of professionals 
or the retention of other outside advisers, have other sources of investment advice, 
the institution should not expect its brokers to assume liability if the client's invest- 
ment strategy proves unprofitable. 

Conclusion 

Carefiil legislative efforts to hone the regulatory structure that surrounds the U.S. 
capital markets are necessary to ensure mat our securities markets continue to be 
the world leaders and a key source of American economic vitality in the 21st cen- 
tury. S. 1815 in its current form is a promising step in that direction. SI A believes 
that the changes suggested above will strengthen this legislation. It is our hope that 
the result wilTbe enactment of legislation that enhances the preeminence of our cap- 
ital markets by reducing unnecessary regulatory burdens, increasing the efficiencies 
of our capital markets, and maintaining the high standard of investor protection 
that is so essential to the functioning of our system. 

Thank you very much. 



^See, e.g.. Securities Exchange Act section 29. 
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PREPARED STATEMENT OF PAUL SALTZMAN 

Senior Vice President and General Counsel, Public Securities Assocl\tion 

June 5, 1996 

Thank you, Chairman D'Amato, and good morning. I am Paul Saltzman, Senior 
Vice President and General Counsel of the Public Securities Association (PSA). PSA 
is the bond market trade association, representing approximately 275 securities 
firms and banks that underwrite, trade, and sell debt securities, both domestically 
and internationally. 

I appreciate the opportunity to present PSA's views on issues related to Title III 
cf the Securities Investment Promotion Act of 1996 (S. 1815). PSA commends you 
and your colleagues for your leadership in introducing this legislation and for mov- 
ing so quickly to hold hearings and, hopefully, to obtain Committee approval and 
final passage. PSA believes the bill represents an intelligent and responsible ap- 
proach to reforming the regulatory structure of the securities markets. We support 
the biU's general approach to market regulation and strongly support several of its 
specific provisions, although many would have only an indirect effect on the bond 
markets. S. 1815 and its companion bill in the House, H.R. 3005, together represent 
an important, albeit measured, step in the evolution of safer and more efficient cap- 
ital markets. 

The current securities regulation reform debate represents the most comprehen- 
sive review of the regulatory structure of the securities markets since the 1930's. 
A continuously evolving system of regulation is vital to maintaining the efficiency 
of the U.S. securities markets. The continued ability of public and private securities 
issuers in the United States to raise capital cheaply and efficiently will help ensure 
that our economy remains competitive in what is increasingly becoming a global 
marketplace. Your efforts toward legislative review and reform have continued the 
debate over the nature of our system of market regulation on a fundamental level. 
Indeed, as SEC Chairman Levitt said last year in reference to the House version 
of securities reform legislation, "the bill has prompted the Commission to take a 
new, hard look at the laws and assumptions under which we operate." * Moreover, 
we have continued to be encouraged, throughout — ^and in spite of— the legislative de- 
bate, that the SEC and other regulatory agencies have undertaken self-evaluative 
efforts aimed at a thorough re-examination of securities laws and regulations and 
how they could be streamlined without threatening the safety and soundness of our 
markets or compromising investor protection. Your support for a legislative review 
of our Nation's securities laws has been instrumental in expediting this review. 

We support passage of S. 1815 as introduced, although we also believe that there 
are two important areas of securities market regulation not addressed in the bill 
where legislative reform is warranted. The first is the area of regulation of securi- 
ties credit, where arbitrary and conflicting rules, poorly conceived when first insti- 
tuted in the 1930's, continue, among other things, to inhibit the ability of broker- 
dealers to finance their activity as emciently as possible. The second is the area of 
institutional investor responsibility, where uncertain and ambiguous rules regarding 
dealer obligations to institutional investors continue to result in distorted incentives 
for many institutional investors and impose superfluous market risks and costs for 
all participants. Both of these areas are currently the focus of specific review by reg- 
ulatory agencies. PSA believes strongly that the current debate over securities regu- 
lation retorm legislation offers an excellent opportunity for Congress to revisit the 
need for legislation to address these two issues. We urge the Committee during its 
deliberation on the bill to include changes designed to address these areas. In addi- 
tion to comments on specific provisions of the bill, my statement includes a detailed 
discussion of our recommendations on these two issues. 

Creation of National Securities Markets 

S. 1815 contains a provision designed to address problems associated with super- 
fluous and duplicative State and Federal regulatory regimes. We support the bill in 
this regard because we feel that the State preemption provision in S. 1815 will help 
to address these concerns. We also urge the Committee to adopt changes to this pro- 
vision of the bill which are consistent with the goals of streamlining the regulatory 
system without threatening investor protection. 

Each of the Federal securities statutes contains provisions that generally preserve 
the authority of the States to regulate matters relating to securities transactions 



^ Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission before the 
Subcommittee on Telecommunications and Finance, Committee on Commerce, U.S. House of 
Representatives, November 30, 1995, page 2. 
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and the activities of market participants. Accordingly, offers and sales of fixed-in — .^ 
come securities, and the brokers and dealers who sell them, are subject to securities^^^-^ 
regulation at both Federal and State levels. 

In the case of public offerings of securities, the Federal securities laws are de -— 

signed principally to ensure that prospective purchasers are provided with all "ma _j 

terial" information about the issuer and the securities. The theory of the FederaJKl ^ 

securities laws is that investors are protected if ftill disclosure of all material infor ^. 

mation is made, and that once such disclosure is made, investors should decide for=a^v 
themselves the desirability of purchasing the securities. 

Each of the 50 States has some form of State securities or **blue sky" laws, most^^ 
of which impose requirements different from those of the Federal securities laws ii^^M 
some or all respects. Unlike the full disclosure approach of the Federal securitie^^ 
laws, a substantial number of the State securities laws are designed to protect in — 
vestors through the application of specific substantive, qualitative standards to anx 
issuance of securities, sometimes referred to as "merit" regulation. While there is 
some overlap among the States' provisions, they are far from uniform. Compliance 
with a State s provisions is generally a prerequisite to offering the securities tor sale 
in such State. 

The greatest burden on the securities markets caused by the current dual regula> 
tion of the public sale of debt securities exists in the case of such seoirities issued 
by companies whose equity securities are neither listed on a major national stock 
exchange nor included for trading on the NASDAQ Stock Market ("listed security"), 
where such debt securities are sought to be sold to the retail market. The State laws 
uniformly exempt from State registration sales to specified "institutional buyers," 
and virtually all the State laws exempt from registration the offering of securities, 
including debt securities which are hsted or senior to the issuer's class of "listed 
securities." 

The basis for the "listed securities" and "senior to listed securities" exemptions is 
that issuers of listed securities are generally the more seasoned and substantial is- 
suers. Notwithstanding this fact, the States of California and Wisconsin apply sig- 
nificant further requirements to the offer and sale of unlisted debt of such issuers. 
In California, unlisted debt securities will qualify for the exemption only if they are 
senior to a listed security of the issuer ana rated by Standard & Poor's Corporation 
as AAA, AA, A or by Moody's Investors Services as Aaa, Aa, or A or Baa. In Wiscon- 
sin, unlisted debt securities will qualify for the exemption only if they are equal in 
rank or senior to a listed security of the issuer and the issuer has net income equal' 
to at least 125 percent of its combined annual interest and dividend expense. The 
effect of these provisions is that many debt public offerings are not available to in- 
vestors other than institutional investors in California and Wisconsin because the 
issuers and underwriters are discouraged by the administrative burden and expense 
of registering the securities and/or are unable to comply with the exemptions. 

In cases of public offerings of debt securities of issuers without a class of listed 
securities, the regulations of the approximately 24 States having specific provi- 
sions regarding debt securities do, among other things, one or more of the following: 
(i) require the use of a trust indenture meeting the requirements of the Federal 
Trust Indenture Act (even in cases where such an indenture would not be required 
by the Trust Indenture Act itself); (ii) preclude the sale of debt securities by **unsea- 
soned" companies or companies in the promotional or development stage; (iii) re- 
quire specific sinking fund provisions; and (iv) require that the issuer satisfv various 
cash flow, earnings, or debt coverage tests over specified periods. Again, these pro- 
visions have the effect of precluding the sale of certain issuances of securities in 
various States. 

Some States impose burdensome requirements on the registration of broker-deal- 
ers. For example. New York's blue sky laws bring an issuer within the definition 
of a "dealer" and require registration by an issuer as a dealer in connection with 
an offering of securities even if the offering is made by a registered broker-dealer 
in other than a firm commitment underwritten offering. Moreover, broker-dealers 
are subiect to "spot" on-site audits by both State and Federal securities agencies. 

In aadition, the requirements for registration of broker-dealers on a State-by- 
State basis do not recognize the national nature of our business economy or the mo- 
bility of our society, both of which can require brokers to deal with the clients across 
State lines. 

Under existing rules and practices, certain securities are exempted from State 
regulation. These include securities traded on a national securities exchange, the 
NASDAQ National Market System or other exchange or system identified oy the 
SEC, and securities sold to qualified purchasers. Section 308 of S. 1815 would codify 
these exemptions in Federal law. Ilie bill would also exempt mutual funds and 
other investment companies from State registration. 
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The preemption provision in S. 1815 would retain State authority to continue to 
require (i) the filing with State regulatory authorities, solely for notice purposes, of 
any registration statement or related documents filed with the SEC in connection 
with a securities offering, (ii) a consent by the issuer to service of process in such 
State, and (iii) the payment of filing fees, except that no such filing, consent, or fee 
would be permitted with respect to any offerings of securities that are of the same 
class as securities, or senior to such a class, listed on NYSE, AMEX, or designated 
for trading on NASDAQ Stock Market or that will be so listed or designated upon 
completion of the offering. 

The States would also retain the right to enforce anti-fraud provisions in connec- 
tion with the securities offerings. In retaining this State authority, the bill recog- 
nizes the important role that State securities regulators play in maintaining safe 
and honest markets. 

PSA supports the State preemption provision in section 308 of S. 1815. We feel 
the provision reflects an important recognition among supporters of the bill that se- 
rious problems persist with regard to the interaction of State and Federal regulatory 
schemes. However, we feel that a more encompassing preemption provision is war- 
ranted. We fully support, for example, section 102 of H.K. 3005 which would, among 
Dther things, (i) provide an exemption from State registration regulation for offers 
ind sales of certain tvpes of over-the-counter debt securities and add provisions 
lealing with asset-backed securities to avoid unnecessarily discriminating against 
liis favcn^ form of innovative financing and securities that are exempt from Fed- 
eral registration requirements, and (ii) eliminate duplicative regulation of broker- 
lealers. We ui^e you to amend section 108 of S. 1815 to conform to H.R. 3005 {e.g.^ 
lebt senior to hsted securities). 

3ther S. 1815 Provisions 

Although PSA has not adopted formal positions on all provisions of S. 1815, we 
iupport uie following sections of the biU designed to improve the efficiency of the 
U.S. maricet regulatory structure. 

SEC Exemptive Authority 

Section 309 of S. 1815 would grant the SEC general rulemaking authori^ to con- 
iitionaUy or unconditionaUy exempt any person, security, or transaction trom any 
requirement of the securities laws if it finds such exemption is consistent with the 
public interest and the protection of investors. PSA strongly supports this provision. 

Economic Analysis of Regulatory Proposals 

Section 310 of H.R. 2131 would require that for each proposed SEC rule, the Com- 
mission's Office of Economic Analysis prepare a report outUning the anticipated eco- 
nmnic and market effects of the proposal, including its anticipated effects on market 
liquidity and costs of capital. The provision would also establish a funding author- 
ization to carry out this requirement. PSA supports the legislation, as long as the 
proposal would not entail any bureaucratic process (e.^., environmental impact 
statement) implemented to facilitate the statutory goals that places undue burdens 
on SEC staff. We are encouraged, therefore, by the provision of budget authority to 
ensure adequate resources to facilitate the goals of the proposal. PSA does, however, 
suggest a technical correction to include the review of an SRO rule by the Commis- 
sion, similar in scope to section 106(e) of H.R. 3005. 

Duplicative Examinations 

Section 312 of S. 1815 would require the SEC to ^'eliminate any unnecessary and 
burdensome duplication in the examination process." The bill is intended to avoid 
examinations by multiple SRO's by requiring that examining authorities share in- 
formation collected during routine examinations. PSA strongly supports the bill's 
efforts to avoid duplicative examinations. 

Access to International Market Information 

Section 313 of S. 1815 would facilitate ^eater participation by the U.S. financial 
press in briefings held outside the United States. We feel this provision would result 
in more and better information made available to U.S. investors on their foreign 
holdings. We fully support the provision. 

International Accounting Standards 

Section 316 of S. 1815 would encourage the SEC to step up efforts to foster the 
development and acceptance of generally accepted international accounting stand- 
ards. We feel that such standards would benefit U.S. investors and dealers who are 
active in foreign markets by facilitating less risk and greater liquidity. For these 
reasons, we fully support the provision. 
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Securities Margin Requirements 

As indicated above, PSA requests that the Committee consider including in its 
final legislative package a targeted, narrowly tailored margin reform provision simi- 
lar to that included in H.R. 3005. "Margin" refers to the extent to which market 
participants may borrow in order to finance their securities holdings. Broadly speak- 
ing, this term encompasses the conditions under which both broker-dealers and 
their customers may finance their securities holdings. Existing rules governing mar- 
gin requirements are imposed under sections 7 and 8 of the Securities Exchange Act 
of 1934 as amended (the "1934 Act"), and, in the case of broker dealers (unlike other 
lenders), under various self-regulatory organization rules. It is widely accepted 
among regulators and market participants that current margin rules are antiquated 
and result in considerable market inefficiencies. For example, Federal Reserve 
Chairman Greenspan said last year that, in comparing Congress' original objectives 
in applying margin rules and the effects of those rules today, *The Board believes 
that experience and regulatory changes during the six decades since the passage o 
the 1934 Act support the conclusion that margin regulation is not the best way U 
achieve those objectives." ^ Chairman Levitt said, "The [SEC] agrees that there is 
a need to re-examine margin requirements." ^ All parties to the debate over margin 
rules agree that reform is needed. 

The Federal securities laws impose significant regulatory restrictions on exten- 
sions of securities credit. Under the 1934 Act, the Federal Reserve has adopted four 
regulations relating to securities margin: 

• Regulation T (applicable to broker-dealers) 

• Regulation U (applicable to banks) 

• Regulation G (applicable to all other lenders) 

• Regulation X (applicable to borrowers) 

Each of the regulations differs from the others in scope and manner of application. 
Broker-dealers are also generally prohibited from extending, maintaining, or arrang- 
ing any credit for a customer on any non-exempt security which was part of a new 
issue, if the broker-dealer participated in the distribution of that security within 30 
days of the transaction. This general prohibition is subject to exceptions for certain 
delayed delivery transactions. 

Finally, broker-dealers are currently prohibited from borrowing in the ordinary 
course of business except from (i) Federal Reserve System member banks, (ii) cer- 
tain non-member banks, or (iii) another broker-dealer, against non-exempt equity 
securities listed or traded on a national securities exchange. In addition, a market 
maker or other broker-dealer financing its inventory is subject to minimum margin 
requirements under Regulations G and U that significantly exceed the levels that 
competitive markets would dictate. It is this latter restriction that PSA feels should 
at this time be the focus of legislative reform. 

Federal regulators have made several important proposals designed to address 
problems inherent in the ciurent system of margin regulation. Last year, the SEC 
presented to Congress proposed legislation that attempts to enhance the competi- 
tiveness of U.S. securities firms by (i) removing restrictions on the sources of financ- 
ing for broker-dealers; (ii) shifling the authority to set margin restrictions for most 
debt securities to SRO's; (iii) removing margin restrictions on lending to broker- 
dealers that do a substantial public business or for market making or underwriting 
activity; and (iv) granting the Federal Reserve Board, the securities exchanges, and 
other SRO's the authority to establish appropriate margin provisions to address is- 
sues of systemic risk and investor protection. Although we do not fiilly agree witii 
the SEC's approach to margin reform, we welcome the Commission's initiative, par- 
ticularly the provisions dealing with lending to broker-dealers. 

More important, we are particularly supportive of recent efforts by the Board of 
Governors of the Federal Reserve to amend Regulation T, which governs margin re- 
quirements for broker-dealers. The Fed's recent changes to Regulation T, as well as 
additional proposed amendments, represent important steps in addressing unnec- 
essary and burdensome regulation. The recent changes to Regulation T include ttie 
following: 

• Eliminate rules that prohibit broker-dealers from arranging margin credit for 
customers with non-broker-dealer lenders. 



2 Statement by Alan Greenspan, Chairman, Board of Governors of the Federal Reserve Sys- 
tem, before the Subcommittee on Telecommunications and Finance, Committee on Commerce, 
U.S. House of Representatives, November 30, 1995, page 2. 

3 Arthur Levitt, November 30, 1995, page 12. 
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• Provide that any investment-grade debt securities would be eligible for margin 
loans. 

• Expand the number of foreign securities which are eligible for margin credit. 

• Provide that bonds which are convertible to stock or other margin securities are 
themselves eligible for margin credit. 

• Repeal rules previously contained in Regulation T related to margin on options. 
Instead, the niles of self-regulatory organizations would apply. 

• Reform rules related to securities lending and borrowing, including permitting 
'^re-borrowing" subiect to limitations, expanding the list of eligible coUateral for 
securities loans, and permitting certain types of previously prohibited securities 
lending to foreign parties. 

• Effect other technical changes that will permit broker-dealers and their cus- 
tomers to employ margin cr^t more fairly and efficiently. 

Most of these changes will take effect on July 1, 1996. We believe the changes 
outlined above represent an important step to reforming the most cumbersome and 
inefficient aspects of the current margin reform system. The Fed's recent changes 
to Regulation T will, we believe, address the most pressing of the existing problems 
brought about by an outdated system of regulation. 

In addition to the changes outlined above, the Fed has proposed other amend- 
ments to Regulation T, including the following, among others: 

• Allow "good faith" loan values for all non-equity securities. Under good faith 
loan values, there is no pre-set loan-to-value ratio for margined securities. In- 
stead, lenders are permitted to extend credit based on sound credit judgment 
wi^out regard to a borrower's other assets or liabihties. 

• Permit dealers to extend margin credit based on entire portfolios, rather than 
individual positions. 

• Allow dealers to establish '"non-equity" margin credit accounts, where margin 
loans could be extended for debt securities and other instruments where good 
faith loan values are permitted. 

• Streamline rules related to securities lending and borrowing. 

• Exempt margin loans by foreign branches of U.S. broker-dealers to foreign cus- 
tomers from coverage under Regulation T. 

PSA anticipates providing formal comment on these proposals to the Federal Re- 
serve in the coming weeks. 

In addition to the Fed's initiatives, the New York Stock Exchange (NYSE), an im- 
portant SRO charged with ensuring the safety and soundness of its member firms 
through regulating margin, recentlv announced a comprehensive effort to revise its 
own margin regulation, Rule 431. With input from market participants, the NYSE 
is expected to publish a proposal before year end. 

Given the scope of continuing regulatory initiatives, we have concluded that 
for-reaching mai^in reform of the type that was embodied in H.R. 2131, a House 
securities regulation reform bill introduced last year, is not warranted at this time. 
Although P^ still believes that the structure of margin regulation is in need of 
reform, we are encouraged by ongoing regulatory efforts. We eagerly await the re- 
sults of these initiatives. We do, however, support the targeted provisions of maran 
reform relating to broker-dealer funding soiuxes contained in H.R. 3005. That bill 
would, among other things related to mnding a broker-dealer, repeal section 8(a) 
and amend section 7 of the 1934 Act, thereby permitting extensions of credit to 
broker-dealers by any lender to finance holdings of margin equity securities. 

The Committee's consideration of S. 1815 represents an excellent opportunity to 
study and debate the current system of margin regulation. We hope that as the leg- 
islative process moves forward, there will be an opportunity to consider a provision 
similar to that in H.R. 3005. 

Respective Responsibilities of Securities Dealers and 
Institutional Investors 

Issues related to dealer investment recommendations to institutional clients have 
been the subject of increasing attention among regulators, securities dealers, and in- 
vestors in the fixed-income markets in recent years. The evolution of relatively new 
and complex financial products has brought to the forefront difficult and important 
questions regarding the responsibility for financial decisions made by institutional 
investors. 

It is not PSA's intention to defend fraudulent practices by securities dealers — 
whether in the institutional markets or in any other market. We believe firmly in 
the fuU enforcement of the anti-fraud provisions of the securities statutes as they 
apply to both individual and institutional investors. Further, we have supported 
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recent efforts by the SEC to clarify for all market participants the full breadth of 
coverage of the anti-fraud provisions of the securities statutes. 

Our concerns regarding suitability relate exclusively to institutional investor re- 
sponsibility and questions related to investment suitability with regard to institu- 
tional, as opposed to individual, investors. PSA believes that distinguishing different 
levels of suitability obligations to institutional and individual investors is, in gen- 
eral, appropriate. The standards for investor responsibility and investment suitabil- 
ity in the institutional markets should be generally different from those applicable 
to individual investors — ^most of whom are not finance professionals and do not 
make investment decisions for a living. PSA believes that the existing suitability 
obligations of securities dealers to retail investors are, in general, appropriate. 

Confusion among some market participants over the respective roles of securities 
dealers and investment advisers, as well as existing market regulations, have re- 
sulted in a perception among some institutional investors that securities dealers 
should and do bear a level of responsibility for decisions made by investors. Indeed, 
the legal responsibilities of dealers with regard to investment decisions of institu- 
tional investors are somewhat cloudy. In practice, such responsibilities are often de- 
terminable only on a case-by-case basis, resulting in considerable confusion and risk 
for all parties. 

PSA s views on the suitability obligations of securities dealers to institutional in- 
vestors are based on several fairly straightforward principles: 

• The market between counterparties in principal transactions is predominantly 
an arm's length market. 

• Institutional clients are, by definition, investors who either have the expertise 
to make investment decisions on their own or have the resources and the re- 
sponsibility to hire such expertise from outside. 

• Institutional investors often execute transactions with many dealers and typi- 
cally price-shop even on a single trade. 

• Securities dealers that sell to institutional investors rarely have full knowledge 
of a counterparty's portfolio or the trading strategy being employed. Indeed, in- 
stitutional investors view information regarding their portfolios and strategies 
as highly proprietary and confidential and often take affirmative steps to pre- 
vent dealers from obtaining such information. 

• The best means of establishing a clear imderstanding of responsibility is when 
both parties to a transaction document in writing the nature of their relation- 
ship. 

PSA believes that ultimately, the best way to lay to rest any confusion with re- 
gard to the respective responsibilities of market participants is through legislation 
establishing statutory clarity. A statutory presumption against dealer liability for 
the investment decisions of larger institutional clients woidd represent the simplest 
and most workable approach to establishing clear and distinguishable responsibil- 
ities for dealers and institutional clients. Such a provision would help to ensure that 
uncertainty and risk associated with ambiguity regarding the respective roles of 
parties to securities transactions do not ultimately threaten the efficiency and 
soundness of our markets. We believe that this Committee's consideration of S. 1815 
presents an outstanding opportunity for Congress to establish an imambiguous 
standard of responsibility for institutional participants in the securities market. We 
urge the Committee to include in the bill a provision establishing a statutory pre- 
sumption against dealer liability for the investment decisions of larger institutional 
investors. 

Summary 

Once again, we commend Chairmen D'Amato and Gramm and other cosponsors 
of the bill for their leadership in the important regulatory reform initiative em- 
bodied in S. 1815. We support the bill and we will help in any wav possible to work 
toward its enactment. Nevertheless, we believe that mrough the legislative process 
S. 1815 could be made stronger still. First, we ui^e the inclusion of a narrowly tar- 
geted margin provision designed to address meritless restrictions on extensions of 
credit to broker-dealers by any lender to finance holdings of equity securities listed 
on a national securities exchange. We feel that at this time, given the promise of 
pending re^atory initiatives in the area of margin regulation, more comprehensive 
legislation is not warranted. 

Second, we urge the Committee to consider changes to the provision in S. 1815 
related to the creation of national securities markets and the preemption of State 
blue sky laws that conforms more closely to H.R. 3005. Specifically, we feel that the 
inclusion of a provision extending a preemption from Stote regulation for certain 
over-the-counter debt securities and instruments exempt from Federal registration 
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requirements would strengthen the bill by addressing needless and costly regulatory 
duplication. 

Finally, we urge the Committee to reconsider the inclusion of a provision desimed 
to clari^ the respective responsibilities of institutional investors and broker-dealers. 
The ambiguity and confusion of the current regulatory scheme with regard to dealer 
suitability obligations to institutional investors has resulted in risks to market par- 
ticipants that will ultimately lead to higher capital costs for securities issuers. 

As the debate over S. 1815 progresses, we look forward to continuing to work with 
Committee Members and stan* on strengthening and improving the bill. Thank you 
again for the opportunity to present our views. 
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Chairman D'Amato and Members of the Committee, my name is Mark Tomasko 
ind I serve as Executive Vice President and Executive Director of the Investment 
i^ounsel Association of America, Inc. (ICAA). 

The ICAA, founded in 1937, is a national association of investment adviser firms, 
n the late 1930's the ICAA actively worked with Congress in drafting and support- 
ng what became the Investment Advisers Act of 1940. 

ICAA member firms together manage close to a trillion dollars in client assets for 
Jiousands of institutional and indivioual clients. Located in most States, our mem- 
)ers range from firms managing as little as $25 million to $50 million to firms man- 
iging $100 billion. ICAA firms manage assets usually on a discretionary basis, and 
I number also advise mutual funds. The ICAA's Standards of Practice emphasize 
ndependence in the investment decision, and member firms are generally compen- 
sated by fees based on assets under management, rather than by commissions. 

First of aU, the ICAA thanks the sponsors of S. 1815, the Securities Investment 
Promotion Act of 1996, and the Members of this Committee for addressing the 
important issue of uniformity in our Nation's securities laws. We appreciate the con- 
sensus bipartisan approach followed by the bill's sponsors in preparing the legisla- 
tion and compliment the Committee staff for their many hours of work. 

My specific testimony on S. 1815 is Umited to Title I, the Investment Advisers 
Integri^ Act, which addresses the problem of overlapping State and Federal regula- 
tion of mvestment advisers. I am pleased to say that the ICAA strongly supports 
the biU's Title I provisions relating to investment advisers. 

[. The Problem 

Mr. Chairman and Committee Members, things have changed since the adoption 
)f the Investment Advisers Act of 1940: There are now 46 States with State laws 
regulating investment advisers instead of just 6 when the 1940 Act passed. This has 
reated a system of overlapping and duplicative regulation for advisers. 

L Problem for Investment Advisers 

The current duplicative system puts a burden on advisers engaged in interstate 
onimerce. Almost all of our member firms, and probably most mid-sized and large 
dvisers in general, operate in a number of States. The requirement of registering 
he firm and many of the firm's professionals in a number or States, as well as mon- 
boring differences in State laws and rep^ations, has developed into a cottage in- 
lustry and resulted in significant additional expense and enort for firms that are 
ireaay registered with the SEC, are already subject to all of the SEC regulations, 
md are periodically inspected by the SEC. 

One recent estimate suggested that an adviser with a nationwide business must 
leal with over 500 different registration-related forms. In some firms, there are one 
tr more persons whose sole job is to work on State registrations and requirements. 
t is worth noting that according to a recent North American Securities Administra- 
ors Association (NASAA) survey, 46 percent, or almost half, of the complaints 
igainst investment advisers by States were registration violations, primarily from 
ailure to follow the State's rules. NASAA has made a good effort to try to standard- 
26 some of the registrations, but uniformity is still perpetually a goal rather than 
reality and has been for a long time. I will cite just a couple of examples of frustrat- 
ing incidents our members have had with State securities enforcement. In one case, 
Si State brought an enforcement action against a firm because the firm accidentally 
liad one client in the State, and the State, unlike most, had no de minimis exemp- 
tion (which would allow a firm to have a few clients in the State without having 
to assume the full paperwork burdens of registration). In another situation, a State 
brought an enforcement action because a firm thought foundations and endowments 
Qualified for an institutional exemption (which they frequently do, but not in that 
State). In both instances there were five-figure fines levied on the firms. 

B. Problem for Investor Protection 

In addition, what may be even worse than the paperwork and expense burdens 
placed on advisers is that the present overlapping regulatory systems diffuse ac- 
countability and responsibility among Federal and State regulators, thus diluting 
rather than strengthening investor protection. When responsibility is disseminated 
among multiple entities, naturally there is less accountability for any one of them. 
One set of regulators, when time or resources are short, can always point to the 
other set and say, "It's your responsibility." I have heard State regulators suggest 
that their efforts to obtain adequate resources would be bolstered by clear primary 
responsibiUty. 

This Committee is well aware that the number of registered investment advisers 
has exploded in recent years: From 1980 to 1996, the number of investment advisers 
increased 543 percent, from 3,500 to 22,500. Similarly, assets under management 
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increased more than 2,000 percent. This Committee is also aware that the SEC's 
resources to inspect advisers have not kept up with those increased numbers, and 
the SEC is now focusing their attention on the larger advisers. To my knowledge, 
State securities commissioners are not reporting any budgetary surpluses either. 
Therefore, a division of regulatory responsibilities would be an excellent way to 
maximize regulatory resources. 

II. The Solution 

S. 1815 is the solution. The ICAA is very pleased that Senator Gramm initiated 
the concept in early 1995 in S. 148 of the division of labor among regulators with 
his proposal that advisers managing under $5 million be regulated solely by the 
States. We were similarly pleased to see Chairman Levitt and the SEC, including 
its Division of Investment Management, supporting the concept of this division of 
labor. And, we believe that the division of labor is also something that NASAA can 
support. We applaud Senators D'Amato, Gramm, Dodd, Bryan, and Moseley-Braun 
for mtroducing this bill. S. 1815 appropriately sets the dividing line at a somewhat 
higher level, $25 million, and further simply provides for notice filings to the States 
by the SEC-regulated advisers, along with payment of fees and consent to service 
of process. Individuals working for SEC-regulated advisers would similarly have no 
more than notice filings, though we are very concerned in this one instance that the 
biU's lan^age allowing States to require such individuals to file with the States is 
unintentionally overly broad and could cause almost as much paperwork as occurs 
today. We will work with the Committee and regulators to ensure that this part of 
the bill's language fits with what we presume to be the legislative intent. 

The ICAA beheves S. 1815 is a rare opportunity to increase the regulatory effec- 
tiveness of the governmental agencies. Federal and State, that now supervise the 
investment adviser industry, while at the same time decreasing the unnecessary 
regulatory burdens on investment advisers. We believe that this bill could be the 
most significant improvement in regulation of investment advisers since the original 
Investment Advisers Act of 1940 was passed 56 years ago, an Act in which the 
ICAA played a key role. 

One important note about smaller advisers who will be regulated by the States. 
While smaller advisers freauently operate in only one or maybe two States, there 
are a number of smaller aavisers who operate in several or more States, and the 
biU's uniformity provisions are very important for them. We encourage the Commit- 
tee to add, besiaes the uniformity on books and records and net capital require- 
ments already in the bill, uniformity in the de minimis exemption and uniform 
disclosure requirements. We think those additional uniformity provisions for small 
advisers who will be regulated by the States, mainly financial planners, are very 
important, and we strongly support them. 

Mr. Chairman, Members of the Committee, thank you venr much for inviting the 
ICAA to testify today. We look forward to working with the Committee on this legis- 
lation and urge the Committee to proceed to a mark-up at the earliest opportumty. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR D'AMATO 

from arthur levitt, jr 

Investment Advisers 

Title I of S. 1815 will give the States regulatory responsibility for 
regulation of investment advisers who manage less than $25 mil- 
lion in assets and the Commission wil) regulate the advisers who 
manage $25 million or more. 

Q.I. Do you think that the investment adviser regulatory scheme 
in S. 1815 will result in better regulation of investment advisers? 
How? Why? 

A.1. S. 1815 would improve the regulation of investment advisers 
by striking an appropriate balance in the division of Federal-State 
responsibilities. Under the approach taken in S. 1815, State regu- 
lators would assume primary responsibility for examining small ad- 
visers that are primarily local businesses. Larger advisers, with na- 
tional businesses that can have significant effects on the Nation's 
capital markets, would remain registered with the Commission and 
would be relieved from State registration and regulation. S. 1815, 
therefore, would eliminate overlapping regulatory responsibilities 
and enable the Commission and the States each to focus their lim- 
ited resoiuxes more effectively. 

Q.2. What impact will the new regulatory scheme have on investor 
protection? 

AJi. By enabling the Commission and the States to allocate their 
limited resources more effectively in their respective areas of in- 
vestment adviser oversight, S. 1815 ultimately should benefit in- 
vestors. Today, many advisers hold themselves out to the public as 
''Registered with the SEC," a phrase likely to invoke the image of 
respectability and of Commission oversight. In light of the exist- 
ing practical realities of inspections — smaller investment advisers 
are now examined by the Commission, on average, once every 44 
years — confidence placed in an adviser based solely on registration 
with the Commission is misplaced. Investors would be much better 
served by the approach in S. 1815 that gives State regulators pri- 
mary responsibility for examining small advisers that are primarily 
local businesses, and allowing the Commission to concentrate on 
larger advisers. 

Q^. How will this new regulatory scheme change the way the SEC 
"does business" as far as inspecting investment advisers? 
A^. Based upon data filed with the Commission, under the ap- 
proach in S. 1815, States would assume primary responsibility for 
over 16,000 investment advisers (or almost 72 percent of Commis- 
sion registrants). We estimate that the approximately 6,300 invest- 
ment advisers that would remain under Commission supwervision 
manage approximately 95 percent of the almost $8 trillion cur- 
rently overseen by investment advisers (excluding the $3.5 trillion 
of investment company assets, which the SEC oversees under its 
investment company examination program). Thus, under S. 1815's 
approach, the Commission could concentrate its resources on ad- 
visers that typically have national businesses that can have sig- 
nificant effects on the country's capital markets. The Commission's 
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current resources would permit us to examine the operations oi r 
these advisers more thoroughly and more frequently than we do«^ 
now. 

Q.4. The association of State securities regulators suggest that thfe 
threshold for State regulation be raised to $50 million. What do 
you think about this suggestion? 

A.4. Raising the threshold from $25 million to $50 million would 
result in approximately 1,000 additional investment advisers be- 
coming subject to State rather than Commission regulation. The 
States would be responsible for approximately 80 percent of the 
investment adviser population and the Commission would be re- 
sponsible for 20 percent. While this does not appear to represent 
a significant change from the allocation of advisers between Fed- 
eral and State regulation that would result from the $25 million 
threshold, it may not be consistent with the approach of S. 1815. 
The purpose of the $25 million threshold is to allow larger advis- 
ers, with a national business, to remain registered with the Com- 
mission and be relieved from State registration and regulation. We 
believe that increasing the threshold to $50 million will result in 
more advisers with a national money management business being 
subject to local, rather than Federal, regulation. Therefore, we be- 
lieve that the $25 million threshold in S. 1815 strikes an appro- 
priate balance. 

Private Investment Companies 

Title II of S. 1815 contains a provision that would allow a new 
type of "private investment company." It would permit an unlim- 
ited number of qualified investors (defined as individuals with $5 
million in investments and institutions with $25 million in invest- 
ments) to pool their money to invest in securities without having 
to register with the SEC. 

Q.5. Right now there are approximately 90,000 households or less 
than 1 percent of Americans who would be "qualified investors'* 
under this provision. Do you think that these investors need the 
protections of the Investment Company Act of 1940? 
A.5. The formulation of any criteria to define financial sophis- 
tication — such as the $5 million and $25 million thresholds in ^ 
S. 1815 — is an inexact science at best. Since S. 1815 would give the ^ 
Commission rulemaking authority to lower the statutory thresholds <^ 
for qualified purchasers, it may be appropriate to set tne statutory ^^ 

thresholds higher. Because the number of investors that will be eli J 

gible to be qualified purchasers depends on how the Commission-«::« 
defines the term "investments," we are not in a position to estimate^^- 
whether as many as 90,000 households would be qualified pur — -a 
chasers. 

Qualified purchaser pools are designed to be limited to investorsss-3 
with a high degree of financial sophistication. Investors with a highrJ'3 
degree of financial sophistication should be in a position to appre— ^ 
ciate the risks associated with investment pools that do not have^^ 
the Investment Company Act's protections. These investors also^ 
can be expected to evaluate on their own behalf various matterss*^ 
pertaining to continued participation in a managed investment ve-^^ 
hide that are addressed by the Investment Company Act. It woulc>Jt 
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be appropriate, therefore, to allow highly sophisticated investors to 
participate in investment pools not subject to the safeguards pro- 
vided by the Investment Company Act. 

Q.6. Do you think that allowing these investors to participate in 
unregistered investment pools poses any special investor protection 
issues? If so, what? 

A.6. Pooled investment vehicles, as a general matter, pose certain 
special investor protection issues not found in other types of issu- 
ers. A participant in a pooled investment vehicle, for example, faces 
issues such as the level of the fund's management fees, governance 
provisions, transactions with affiliates, investment risk, leverage, 
and redemption rights. 

The theory underlying the qualified purchaser exception, how- 
ever, is that investors with a high degree of financial sophistication 
are in a position to understand and address for themselves the 
unique risks associated with such pools. The qualified purchaser 
exception, therefore, should not jeopardize investor protection. 

Q.7. Title II also gives the SEC authority to go further than the 
dollar threshold in determining who is a "qualified investor.** Do 
you feel comfortable with this provision? 

.A.7. In its testimony, the Commission strongly supported granting 
it the authority to define additional investors eli^ble to participate 
in the new qualified purchaser pools. This provision will afford the 
Commission the opportunity to respond to changing investment 
and market conditions. In administering the Investment Companv 
Act for close to 60 years, the Commission has shown that it will 
xise such an exemptive authority with restraint and consistent with 
investor protection. 

Q.8. Do you think the SEC is capable of making that type of deter- 
mination? 

A^. The Commission has extensive administrative experience with 
defining categories of investors based on their deCTee of financial 
sophistication. Under the Securities Act of 1933, for example, the 
Commission has defined by rule "accredited investors" as well as 
"qualified institutional buyers." The Commission also has defined 
"sophisticated clients" by rulemaking under the Investment Ad- 
visers Act of 1940. The Commission, therefore, has the experience 
necessary to undertake similar rulemaking under the qualified pur- 
chaser provision in S. 1815. The Commission would be guided by, 
among others, the specific factors set forth in the bill, including the 
investors' sizable net worth, extensive knowledge and experience in 
financial matters, substantial amount of assets owned or under 
management, and relationship with the issuer. 

Small Business Incentive Act 

Title III of S. 1815 includes the "Small Business Incentive Act" 
which this Committee and the full Senate passed in 1993. 

Q.9. Do you think these provisions will help small business? How? 
A*9. Yes, these provisions likely will assist small businesses, albeit 
indirectly, by making it easier for business development companies 
("BDC's") and other entities to raise additional capital for invest- 
ment in small businesses. S. 1815 will permit BDC's greater flexi- 
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bility in their capital structures by allowing them to issue multiple 
classes of debt and to attach warrants and options to equity, as 
well as to debt, securities. This flexibility will enable BDC s to tai- 
lor their capital structures to the demands of investors and thus 
make them more attractive investment vehicles. S. 1815 also would 
add a new category of "eligible portfolio company.** This change is 
designed to make it easier for BDC's to provide funding to very 
small businesses by removing the burden of having to provide man- 
agerial assistance. 

In addition, many venture capital firms currently are organized 
as private investment companies under section 3(c)(1) of the Invest- 
ment Company Act. The amendments to section 3(c)(1) and the new 
exception for "qualified purchaser pools," which are included in S. 
1815, also may foster the creation of additional pools of capital that 
may be available for investment in small businesses. 

Q.10. Do you have any additional ideas on how to get more capital 
to small business? 

A«10. The Commission believes that S. 1815 strikes an appropriate 
balance between easing regulation to facilitate the financing of 
small businesses, on the one hand, and the protection and disclo- 
sure needs of investors, on the other. Small businesses provide eco- 
nomic development to local areas. Such businesses, however, may 
be riskier investments than more seasoned companies. The amend- 
ments relating to BDC's, section 3(c)(1) and the new exception for 
qualified purchaser pools, included in S. 1815, should encourage 
the creation or expansion of pools of capital for investment in small 
businesses without unduly sacrificing investor protection. The limi- 
tations prohibiting a public offering of interests in section 3(cXl) or 
new section 3(c)(7) pools should ensure that these riskier invest- 
ments will not be mass marketed to the public. 

The Commission believes it can further assist small business by 
educating investors and entrepreneurs about the special provisions 
of the Federal securities laws applicable to small businesses. To 
promote that end, the Commission intends to sponsor a series of 
small business capital access workshops around the coimtry to edu 
cate individuals owning or associated with small businesses about 
the rules governing public and private securities offerings. 

Exempting Offerings from Federal Regulation 

The association for State securities regulators suggests there be -• 
no Federal registration of offerings under $5 million. 

Q.ll. What do you think of this idea? Does it make sense? Would- 
you consider doing this under the general exemptive authority^^i^' 
S. 1815 would give you? 

A.11. The idea that there should be no Federal registration of 
offerings under a small dollar amoimt has merit. If an offering is-^ 
small enough in size, it suggests that the offering is local in nature,, 
rather than national. It is for this reason that the Commission in^ 
1992 eliminated the need for Federal registration of offerings undei* 
$1 million. 

While the Commission continues to monitor the market, the Divi- 
sion of Corporation Finance is not prepared at this time to support 
a flat exemption for all offerings under $5 million. Offerings of sev- 
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eral million dollars are more national in scope, more appropriately 
reviewed by a Federal regulator. In the future, however, the Com- 
mission could use its exemptive authority to increase the thresh- 
olds where appropriate. Until that time, it is important that the 
Conunission retain its regulatory flexibility in differentiating be- 
tween local and national offerings. 

Church Pension Plans 

Title III of S. 1815 contains a provision that would exempt 
church pension plans from virtually all of the State and Federal se- 
curities laws, except the anti-fraud provisions. 

Q.12. Do you think the SEC should regulate church pension plans? 
In what way? 

A.12. We do not believe that the Commission should regulate 
church pension plans as investment companies, or that interests in 
such plans should be required to be registered with the Commis- 
sion. We believe that pension plan regulation, to the extent appro- 
priate, is best effectuated through statutes and rules specifically 
designed to address those plans and the related concerns regarding 
the protection of plan participants. 

Nonetheless, as S. 1815 recognizes, the Commission does have 
a role to play with respect to pension plans, albeit a limited one. 
S. 1815 requires that the assets of an exempt church plan may not 
be used for any purposes other than the exclusive benefit of partici- 
pants and beneficiaries. This condition mirrors one under which 
governmental plans are exempted from the Federal securities laws. 
Through this condition, the Commission can help ensure that only 
those church plans that are operated for the exclusive benefit of 
participants may rely on the exemptions. In this regard, a provi- 
sion in the Managers' Amendments to S. 1815 authorizes the Com- 
mission to require a person maintaining an exempt church plan to 
file a notice with the Commission. This filing will enable the Com- 
mission to monitor whether plans are eligible to rely on the exemp- 
tions. 

Q.13. Does exempting church pension plans from the securities 
laws pose certain investor protection concerns or risks? What are 
those concerns or risks? 

A«13. In light of the narrow scope of the exemptions for church 
plans and the protections incorporated into S. 1815, we believe that 
investor protection concerns and risks are minimized. However, it 
is not possible to eliminate entirely the risk of fraud or abuse. For 
instance, it is never possible to guarantee that a person with access 
to, or authority over, another person's assets will not misappro- 
priate those assets, or that self-dealing will not occur. 

S. 1815 addresses these risks in three ways. First, the exemp- 
tions are narrowly drawn. Church plans covered by the amend- 
ments must meet eligibility requirements under section 414(e) of 
the Internal Revenue Code and, as discussed above, must be ad- 
ministered for the exclusive benefit of participants and benefici- 
aries. The requirement of the exemption that "substantially all" of 
the activities of an exempt company or account be related to the 
church plan or its administration ensures that the exemption 
would be available only to a limited nimiber of entities. Second, the 
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anti-fraud provisions of the Investment Advisers Act would con- 
tinue to apply to those persons who are eligible to rely on the ex- 
emption in that Act. Thus, in the event of fraud, misappropriation, 
or self-dealing, the Commission would be able to bring an enforce- 
ment action against the parties responsible. Finally, S. 1815 would 
require that a person maintaining an exempt church plan provide 

Earticipants with disclosure stating that the participants will not 
e afforded the protections of the securities laws. By limiting the 
scope of the exemptions, preserving the ability of the Commission 
to enforce anti-fraud standards, and requiring disclosure to partici- 
pants, S. 1815 adequately addresses investor protection concerns. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR D'AMATO 
FROM CHRISTOPHER W. BRODY 

Private Investment Companies 

Title II of S. 1815 will allow "qualified investors'* (individuals 
with $5 million in investments and institutions with $25 million in 
investments) to pool their money to invest in securities without ^ 
having to register with the SEC. 

According to your testimony, this provision is critical to the ven- 
ture capital industry which is running out of sources of capital. 
Some statistics show that in 1994 venture capital invested over 
$4.2 billion in investment pools and provided another $1 billion in 
the first half of 1995. 

Q.l. If S. 1815 becomes law, how much more capital would venture ^^- 
capital firms be able to generate? 

A.1. According to the 1995 Annual Report of the National Venture^^^i 
Capital Association prepared for NVCA by VentureOne, in 1995,^ -^d 
$7.4 billion in venture capital was invested, nearly 50 percent overr:^:^! 
the funding level for 1994. At the same time, new investments in^n^ 
venture capital funds increased only 1.2 percent, from $4.6 billioii^r^«n 
to $4.7 billion. These figures suggest that there is a demand for^^i •r 
capital for venture-backed companies which venture capital firm^^sL^ 
are not able to supply out of current commitments to venture cap — ^ 
ital partnerships. Over the long term, venture capital fiinds cannol^^ -t 
continue to provide this level of funding to the Nation's emer 
growth businesses if they cannot attract more investment into theii 
funds. 

In my testimony, I pointed to a longer-term problem, the diffi — — 

culty created if the investment of pension fiinds into venture capi 

tal pools stagnates or declines. Pension fiinds are the largest sourc^^ 
of capital for the venture capital industry. With the slow growth inx- 
Fortune 500 employment and "downsizing" and the shift from de — 
fined benefit to defined contribution plans which cannot for legaJ 
and regulatory reasons invest in venture capital partnerships, this 
stagnation or decline is a predictable feature of our investment en- 
vironment. 

It is this long-term problem which S. 1815 addresses by creating 
the opportunity for "qualified investors" to participate in invest- 
ment pools which are exempt from the Investment Company Act of 
1940. While our best business judgment is that under S. 1815 the 
amount of capital flowing into our industry would be substantially 
above what would otherwise be the case, it is not possible to give 
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precise estimates at this time. Under the House bill, however, the 
effect on our industry would be so small that venture capital firms 
vrould probably not even go to the expense and trouble of setting 
xip new qualified purchaser fiinds. 

2.2. The "private investment company^ provision in S. 1815 also 
lows the SEC to consider other factors besides the threshold dol- 
lar amounts in determining who is a "qualified investor." How criti- 
cal is this SEC discretion to making the provision work? 
JiJ2. Section 207 of Title II of S. 1815 explicitly defines certain 
classes of Qualified purchasers and provides the SEC with rule- 
making authority to define additional classes of qualified purchas- 
ers. This provision will clarify that the SEC has the authority to 
address these matters. We know that there are individuals and 
families who are sophisticated in financial matters, but who do not 
meet the quantitative tests set out in the statute. They may have 
participated in the financial markets for years, for example, as 
hind employees. These meritorious investors are often unable to 

Participate in our 100 person private investment funds because of 
ead count reasons. It would be short-sighted public policy to cre- 
ate new fiinds to avoid these head count problems for sophisticated 
investors and yet not clearly provide the SEC with sufficient flexi- 
bility to devise ways of allowing these sophisticated investors to 
join the new qualified purchaser pools. It is possible to argue that 
the SEC has sufficient authority imder section 6(c) of the Invest- 
ment Company Act of 1940 to define additional classes of qualified 
purchasers, but, in our judgment, it would be preferable to remove 
any doubt regarding its authority by expUcitly providing such au- 
thority, as the Senate bill does. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR D»AMATO 

from matthew p. fink 

State Preemption of Mutual Fund Registration 

S. 1815 would allow mutual fiinds to register their offering with 
only the SEC and not the 52 ''jurisdictions." It makes the mutual 
fund market "national." 

Q.l. How critical is this provision to the mutual fiind industry? 
A.1. This provision is of exceptional importance to mutual funds 
and their shareholders. Under current law, each of 52 different ju- 
risdictions has the ability to impose unique disclosure, investment, 
and other requirements on mutual fimds. The resulting patchwork 
of duplicative and inconsistent regulations serves no one's interest, 
least of all the interest of fimd investors. Mutual funds today are 
national securities offerings and they should be regulated as such. 
This will help assure that the SEC can implement effective na- 
tional policies for the benefit of investors. It will encourage the use 
of State government resources where they are most needed, in the 
sorea of fraud and sales practice abuses. It will facilitate innova- 
tions in products and services that are approved under Federal law 
and of benefit to investors. And it will eliminate needless compli- 
ance burdens on mutual fiinds. In short, the provision in S. 1815 
"would establish a far more sensible division of regulatory labor be- 
tween the Federal and State Governments — a step that is of criti- 
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cal importance to mutual funds and very much in keeping with 
protection of their shareholders. 

Q.2. Could you quantify how this will change the way the mutual 
fund industry "does business*'? 

A.2. It will eliminate duplication and inconsistency in regulation, 
without sacrificing important investor protections. For the first 
time since passage of the Investment Company Act of 1940, mutual 
funds will be regulated as national offierings. As a result, the SEC 
will have full authority to develop and implement uniform disclo- 
sure policies and investment standards for mutual funds. Funds 
will no longer suffer the delays and uncertainty in seeking individ- 
ual State approval of their find prospectuses before offering their 
shares nationwide. They will, however, remain fully accountable to 
the States and investors for any fraudulent, deceitful, or unlawful 
conduct arising in connection with the offer or sale of mutual fund 
shares. 

Private Investment Companies 

Title II of S. 1815 will allow "qualified investors'* (individuals 
who own $5 million or more in investments and institutions that 
own more than $25 million in investments) to pool their money to 
invest in securities without having to register with the SEC. 

This provision would allow 90,000 households — ^less than 1 per- 
cent of Americans — ^to participate in these pools. Yet, according to 
your testimony, the ICI "strongly opposes" this threshold. 

Q.3. Why is that? 

A.3. The issue, from the Institute's perspective, is not how many 
households the provision would permit to participate in these ex- 
empt pools, but instead what assurance there is that these house- 
holds, as securities investors, have the capability to fend for them- 
selves. We believe that the exempt qualified purchaser pools should 
only be available to investors with the financial resources, bargain- 
ing power, and investment acumen to safeguard their own interests 
without the protections of the Investment Company Act. In design- 
ing an exemption that is consistent with this policy, we believe that 
higher thresholds than those that appear in S. 1815 (namely $10 
million in securities holdings for natural persons and $100 million 
in securities holdings for institutional investors) are a reasonable 
approximation of the necessary financial sophistication. 

In evaluating the appropriate thresholds for the proposed ex- 
emption, we also took into account the problems that have arisen 
in connection with currently exempt pooled investment vehicles. 
Events such as the collapse of the Askin hedge fund, the bank- 
ruptcy of the Orange County municipal investment pool, and the 
decision to terminate the Texas Public Funds Investment Pool 
serve as important reminders that even so-called sophisticated in- 
vestors are quite susceptible to losses that can result from invest- 
ing in unregulated pooled investment vehicles. In light of these oc- 
currences, we strongly believe that it is important to maintain the 
$10 million/$100 million thresholds in crafting a new and untested 
exemption from the Investment Company Act. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM MATTHEW P. FINK 

Q.l. You have testified that States should concentrate their efforts 
on prosecuting fraud and sales practice abuses. Do you support re- 
tention of current State anti-fraud, sales practice authority over 
written materials as well as oral communications? 
A.1. The Institute has stated unequivocally that it supports reten- 
tion of State authority to investigate and address fraud and sales 
practice abuses occurring in connection with the offer and sale of 
mutual funds — whether such unlawful conduct results from mate- 
rial misrepresentations or omissions in a prospectus, in sales lit- 
erature, or in oraJ statements made at the point of sale. What we 
do not support, however, is States being able to overrule the rules 
and policies of the Securities and Exchange Commission and the 
National Association of Securities Dealers, Inc. and to engage in 
the regulation of prospectus disclosure and sales literature. 

The House Commerce Committee Report on H.R. 3005, the 
House counterpart to S. 1815, notes that the amendments proposed 
to Federal law would not preclude a State from restricting or pro- 
hibiting the use of a prospectus or other offering document or 
advertisement that had been found to be fraudulent or to contain 
material misrepresentations. The Institute concurs that the States 
should retain authority in this area to protect investors from truly 
fraudulent conduct. S. 1815 would have no impact on the legitimate 
exercise of a State's authority to investigate and bring an enforce- 
ment action to remedy fraud, whether in written materials or oral 
conununications. We believe the bill is clear on this point and we 
support the provisions in the bill that retain such authority. 

Q.2. If State anti-fraud authority over written materials is limited, 
how can States adequately regulate the local markets? 
AJ2. As discussed above. State anti-fraud authority over written 
materials will be completely unaffected by S. 1815, What will be af- 
fected, however, is each State's existing ability to second-guess the 
SEC or the NASD and to require mutual funds to rewrite, re-label, 
iTearrange, amend, or supplement their written materials in the 
cxbsence of an enforcement action by a State to remedy fraudulent 
information or fraudulent omissions in such materials. With the 
elimination of duplicative State review of mutual fund prospectuses 
^md other written materials. States will have more resources avail- 
^ible to investigate customer complaints and bring enforcement ac- 
tions to remedy fraud and sales practice abuses, thereby providing 
^nore and more effective regulation of local markets and enhanced 
j)rotection to investors. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR D'AMATO 
FROM DEE R. HARRIS 

Investment Advisers 

S. 1815 now divides responsibility for regulating investment ad- 
^sers between the States and the SEC. The States will regulate 
advisers who manage less than $25 million in assets and the SEC 
will regulate the rest. 
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Q.l. In your testimony, you suggest raising the dividing line from 
$25 million to $50 million. Why? 

A.1. In February, testifying before the Task Force on the Future 
of Shared State and Federal Securities Regulation, Todd Robinson, 
Chairman and CEO of Linsco/Private Ledger Corp., noted the in- 
crease in the number of lA's whose investment advice is limited to 
providing advice to 401(k) plans and other self-directed retirement 
vehicles. These lA's, noted Mr. Robinson, accumulate assets at a 
much quicker pace than other advisers and can surpass a $25 mil- 
lion, or even higher dividing line very quickly. 

During NASAA's analysis in response to the bifurcation proposed 
under S. 1815, it became clear that the lower number clouds tKe 
division between retail-oriented businesses and national institution 
level operations. Much of the debate has centered on the statistics 
supplied by the SEC, the assumption being that two-thirds of the 
Investment Advisers (lA's) will remain registered with the local 
regulators. On this point it is illustrative to look back a few years 
when the SEC experienced a sharp decline in the dollar value of 
assets under management. This decline was concurrent with the 
Congressional proposal to tie fees to assets under management. 
NASAA is very concerned that the ease associated with material 
changes in the reportable value has not received sufficient consid- 
eration. This questions the basic assumption of the dollar value 
which could be addressed by raising the number. 

Q.2. The way regulation is now divided, the SEC would regulate 
one-quarter to one-third of the 22,500 registered investment advis- 
ers and the States would regulate three-quarters to two-thirds. 

If the dividing line was changed to $50 million what would the 
breakdown be? 

A.2. According to SEC statistics, the States would have regulation 
over approximately 17,944 investment advisers and the SEC would 
have 4,556. 

S. 1815 Generally 

Q.3. Are there any particular investor protection concerns raised by 
the reallocation of Federal and State responsibilities in S. 1815? 
What are those concerns? 

A.3. Regulatory reform always presents opportunity to further ef- 
ficiency of regulation and maintain the present level of investo: 
protections. However, concerns do exist. 

First, sole reliance on a single determinant for separation of loci 
regulation versus Federal regulation is in and of itself problematic 
The area of investment adviser regulation is highly diverse an< 
complex. Present law and regulation is rather static. Developmenti 
in the nature and quality of adviser activities the last 56 yeari 
have been dramatic — regulators have not kept pace. The bright lin( 
approach assumes that large firms have an adequate self-impose< 
supervisory structure and competency standards for their retail ori 
ented adviser representatives. Rather than anecdotally address thi 
issue, please be assured NASAA believes the practical reality of th( 
industry does not support this assumption. 

The absence of a self-regulatory organization in the adviser are; 
highlights the absence of minimum competency standards, an elec 
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ironic licensing system, continuing education reauirements, and 
uniform disqualifiers for past disciplinary events. NASAA believes 
the SEC, NASAA, and the affected industry representatives should 
be directed to make specific recommendations to address these is- 
sues in a report to be submitted to Congress within 36 months. 

In addition, the present definition of investment adviser, and at 
the State level, investment adviser representative, do not reflect ac- 
curately the multiplicity of functions and activities. It would great- 
ly strengthen investor protections if the SEC proposed rules defin- 
ing several types of advisers and the activities they engage in. This 
would provide guidance for regulators to concentrate resources and 
refine exemptions resulting in greater efficiency for regulators and 
the regulated. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM AJB. KRONGARD 

Q.I. Do you see any reason that sales representatives, offering re- 
"fcail investment advice, should be unlicensed as to their conduct in 
£1 particular State? 

.^•1. Retail sales representatives of broker-dealers are required to 
toe Ucensed, as they should be. S. 1815 would not change this. The 
SEC and other Federal agencies, self-regulatory organizations such 
SIS the New York Stock Exchange and the National Association of 
Securities Dealers, and 53 State and territorial entities all exercise 
some degree of authority over securities professionals. S. 1815 at- 
^tempts to better organize and coordinate those different levels of 
^regulation. 

All brokers, whether or not they offier retail investment advice, 
are required to be licensed by the NASD and by States in which 
they transact business. No securities broker would be allowed to be 
unlicensed imder S. 1815. While the bill does contain a provision 
permitting a broker to provide continuing service to a customer 
who is temporarily relocated on business or vacation to a State 
where the broker is not licensed, even that provision would require 
(i) that the broker is licensed by the NASD; (ii) that the broker is 
licensed in at least one State; and (iii) that the broker's firm is li- 
censed in the State where the customer is temporarily located. 

There have been some criticisms leveled at Title I of S. 1815, the 
Investment Advisers Integrity Act, which would provide exclusive 
SEC jurisdiction over larger investment advisers, and exclusive 
State jurisdiction over smaller advisers. Some have contended that 
this may have the unintended effect of precluding any licensing for 
some investment adviser representatives of larger firms, because 
the SEC traditionally has not required licensing for investment ad- 
viser representatives. 

This concern is misplaced. Most investment adviser representa- 
tives are also brokers and therefore must pass rigorous examina- 
tions administered by the NASD. A majority of the States that now 
set licensing standards for investment adviser representatives do 
not require such licensing for anyone who is licensed through the 
NASD program as a broker-dealer agent. 

This leaves just investment adviser representatives who work for 
large investment advisers and who are not currently licensed with 
the NASD. For these individuals, nothing in S. 1815 limits the SEC 
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or the NASD in any way from building on the existing NASD pro- 
fessional examination program to make sure that all representa- 
tives of SEC-registered advisers are covered. It makes more sense 
to build on the existing NASD national examination program for 
broker-dealer agents than to foster yet another patchwork of incon- 
sistent State requirements for professionals who work in a national 
marketplace. 

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM MARK D. TOMASKO 

Q.l. How many of your members have assets under management 
below $25 million, below $40 million, and below $50 million? 
A.1. One member has assets under management below $25 million, 
one has assets under management below $40 million, and three 
have assets under management below $50 million. 

Q.2. Does the $25 million figure appear low to you? 
A.2. The ICAA believes the $25 million figure approved by the 
Committee and the full Senate is appropriate and represents a 
five-fold increase over the number contained in S. 148, Senator 
Gramm's original investment adviser bill. 
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Executive Summary 

The Institute of Certified Financial Planners joins with the other major financial 
planning organizations in supporting changes to the Investment Adviser Law of 
1940 as provided in Title I of Senate oil! 1815. These changes would enhance inves- 
tor protection and begin the process of establishing a uniform regulatoxy environ- 
ment for financial planners who are regulated on the State level imder 46 different 
investment adviser laws. 

In particular, the Institute strongly supports provisions which require States to 
recognize and to not add to the recordkeeping requirements of an investment ad- 
viser who is in compliance with his or her home State's investment adviser law; 
and, similarly, recognizes and doesn't require additional capital or bonding reqiiire- 
ments beyond those of the adviser's home State. 

Senate bill 1815 could go further in addressing three other critical areas of invest- 
ment adviser regulation: (1) reviewing the need for competency testing of invest- 
ment advisers as already undertaken in the private sector by private, self-regulatoiy 
organizations; and in providing uniform regulation in the areas of (2) de minimis 
exemptions from registration based on a minimal number of out-of-State clients; 
and (3) providing for uniform disclosure nationwide based on the Federal "brochure 
rule." 

The proposed division of responsibilities between the Securities and Exchange 
Commission and State securities administrators in overseeing investment adviser 
activities, based on $25 million in assets under management, is an acceptable for- 
mula but requires careful consideration in promulgation of regulation that clarifies 
"assets under management." Nonetheless, such a division should result in enhanced 
investor protection by eliminating redundant enforcement activity and providing for 
greater concentration of resources in specific market sectors. 

The Institute also supports enabling language that the SEC would need to par- 
ticipate in a central filing depository as being developed jointly between the North 
American Securities Administrators Association and the National Association of Se- 
curities Dealers. 

Statement 

Mr. Chairman and Members of the Committee, my name is Marysue Wechsler. 
I am East Coast Regional Director of Watson, Wyatt Worldwide's Personal Financial 
Education Practice, an international human resource and employee benefits consult- 
ing firm. My comments are made on behalf of the Institute of Certified Financial 
Planners ("ICFF') ^ of which I serve as Chair and immediate past President. The 
Institute is pleased to provide comments on the Investment Adviser Integrity Act 
section of Senate bill 1815. Much of what I have to say has been carefully reviewed 
with, and is generally supported by, the two other principal national financial plan- 
ning organizations: The National Association of Personal Financial Advisors and the 
International Association for Financial Planning. Collectively, the three organiza- 
tions have worked closely on crafting technical responses to Senate Committee staff 
questions on this area of regulation. We greatly appreciate this Committee's interest 
in considering private sector concerns. 

I. Introduction 

The Institute is pleased to see renewed attention to the need for enhanced inves- 
tor protection as well as the initial effort to address the lack of uniform investment 
adviser regulation on the State level. 

The delineation of authority of investment adviser regulation between the Federal 
Government and the States should eliminate some of the duplicative enforcement 
efforts currently in place and allow the respective Federal and State securities agen- 
cies to concentrate on specific areas of enforcement. As SEC Chairman Levitt noted 
recently, "In an era when all of our budgets are being cut, we need to cooperate 
more efficiently, divide responsibilities more clearly, and use our limited resources 
more strategically." ^ 

Second, as financial planning continues to grow rapidly as a vital service to Amer- 
ican families and small businesses, it is important to maintain uniform regulation 
on the State level. Clients of planning firms aren't immobile; some of them tend to 
move across State lines or to refer their out-of-State relations to their planner. Just 



^ The Institute of Certified Financial Planners is a Denver-based professional association rep- 
resenting more than 10,000 Certified Financial Planner licensees in the United States. The In- 
stitute takes an active interest in legislation and regulation affecting the investment adviser 
component of financial planning. 

^Remarks by SEC Chairman Levitt, North American Securities Administrators Association 
Conference, Vancouver, B.C., Oct. 23, 1995. 
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5 planners prefer one set of rules and not losing business, many of their clients 
'ho move out of State prefer to maintain an existing relationship built on vears of 
list and satisfaction. Section 104 of this Title is an important step in adaressing 
lis important but relatively obscure consumer problem. 

In addition to Congressional review of this issue, greater recognition should be ac- 
srded to self-regulatoi^y activities in the private sector. Organizations like the CFP 
ioard of Standards, with 31,000 licensees, have establish^ real- world competency 
ualifications as well as disciplinary procedures for use against those persons who 
ave been certified to offer financial planning assistance — including investment 
dvice — and who may have violated the public trust. The American Association of 
Retired Persons has singled out incompetence as a fundamental problem. Its 1993 
eport stated: 

To be performed correctly, financial planning requires wide-ranging financial 
expertise. A comprehensive plan may require sophisticated understanding of such 
topics as taxes, life and health insurance, stocks and bonds, trust fiinds, pensions, 
r^ estate, retirement planning, estate planning, asset allocation, and more. . . . 
The problem of incompetence is exacerbated by tne fact that anyone can call him- 
self or herself a financial planner without meeting any qualifications.^ 

Should this Committee conclude that competency is a critical concern at both the 
'ederal and State level of investment adviser regulation, the Institute would be 
lore than willing to work with you on this related issue. 

L State and Federal Responsibilities 

The ICFP generally supports the formula used in section 103 to delineate regula- 
ion of investment advisers between the SEC and State securities administrators, 
mmediately prior to passage of the Investment Advisers Act of 1940, Congress 
eemed to recognize that the "size of funds'* under management was one way of 
nderstanding the characteristics of "investment counsel firms."'* Setting the de- 
larcation at $25 million therefore seems to be a reasonable means of re-focusing 
EC authority and enforcement resources over "large" investment advisers, those 
fho tend to specialize in asset management of significant client portfolios and who 
re most like the firms described in the legislative history of the 1940 Act. In the 
Eune fashion, it is appropriate that the "small" retail firms with less than $25 mil- 
on in assets under management be regulated in a uniform environment by the 
tales. This latter retail categoxy, as one might suspect, captures most of our 10,000 
lembers inasmuch as they are sole practitioners or firms of two or three planners 
^ho specialize in financial planning for families and small businesses. 

ssets Under Management 

In wrestling with an appropriate description of "assets under management," we 
ave come to the conclusion tnat there is no perfect definition and therefore refine- 
lent of this term, by necessity, will have to be left to regulatory clarification. There 
eems to be no other adequate means of addressing the unique circumstances of in- 
ividual practitioners. Nonetheless, we would urge this Committee to keep in mind 
wo areas of concern if it considers additional changes to the definition of assets 
nder management: ( 1) the need to retain 'securities portfolios' in the definition as 

means of reducing confusion over what constitutes client assets; and (2) to remain 
ognizant of the fact that many financial planners/investment advisers also work as 
egistered representatives of broker/dealers, and that the term "regular supervisory 
r management services" in the above definition should not be confused with the 
ransactions that may be performed as a separate business activity of the invest- 
aent adviser. 

It is assumed — but seems somewhat unclear — ^that section 103 also implies con- 
inued SEC registration and oversight of investment advisers in the four States 
idthout investment adviser laws: Colorado, Iowa, Ohio, and Wyoming. We would 
uggest clarification of this issue within S. 1815 would be helpful in avoiding future 
o^ision over appropriate licensing absent State regulation. 

^iling Depositories 

The ICFP also strongly supports a provision that would permit SEC participation 
Q a central filing depository. We understand this amendment will enable the SEC 
o integrate its registration of investment advisers with the joint NASD/NASAA 
entral registration depository program currently under development. 



^ State and Federal Regulation of Financial Planners: A Policy Overview and Model for 
leform, American Association of Retired Persons, 1993. 

* Investment Trusts and Investment Companies: Report of the Securities and Exchange 
"Commission, U.S. Government Printing OfHce, Washington: 1939. 
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III. Uniform State Regulation 

Regarding uniformity in State investment adviser reflation, 46 States now have 
investment adviser laws and, despite a model law available to promote uniformity, 
no two State investment adviser laws are identical. For the small investment ad- 
viser, uniformity — ^not similarity — in this critical area of securities regulation is long 
overdue. Section 104 regarding uniform books and uniform capital and bond reouire- 
ments goes a long way toward addressing this issue and does not conflict with the 
primary investor protection mission of the SEC and State seciuities regulators. 

Recordkeeping Requirements 

While State laws are roughly similar in construction, they vary widely in the 
kinds of records required for purposes of audits and the amount of time needed to 
make those records available. A few examples: 

• Alabama requires maintenance of records that include assets, Uabilities, and 
capital of the investment adviser; instructions or orders given by the investment 
adviser or client for the purchase of securities; contracts; copies of advertise- 
ments; and all powers of attorney and other discretionary authority over a 
client's account; 

• Connecticut requirements include records of complaints by customers and action 
taken in response by the adviser, civil or criminal actions filed against the 
adviser, and all correspondence; 

• Indiana requires maintenance of records related to the investment adviser's fi- 
nancial condition and transactions with clients and the Commission by rule may 
prescribe other accounts and records to be maintained; 

• Compliance with record requirements of the Federal Investment Adviser Act of 
1940 will satisfy the requirements of Nevada; 

• Recordkeeping by Texas-Ucensed advisers must include the adviser's memoran- 
dums to or from cUents, cUent accounts, checkbooks and bills, copies of adver- 
tisements, contracts and communications relating to securities transactions; and 
so on.^ 

As to number of years of record maintenance and preservation required, some 
examples: 

• Maine, New Hampshire, and Vermont, 6 years; 

• Arkansas, California, Connecticut, Louisiana, Massachusetts, Nevada, Texas, 
and Utah, 5 years; 

• Alabama, Delaware, Minnesota, North Carolina, Washington, and many other 
States, 3 years; and so on.^ 

Capital and Bond Requirements 

The same can be said of variations in minimum financial requirements by the 
States. Arkansas requires a corporate surety bond of $50,000; investment advisers 
in CaUfomia are usually required to maintain a net capital of $25,000; Connecticut- 
registered investment advisers must maintain tangible assets in excess of Uabilities 
of $1,000.'^ One of the related problems with varying financial requirements is the 
not uncommon situation when an investment adviser attempts to register in a given 
State and is unable to find a bonding company. 

Further, the ICFP believes that two key areas of uniform regulation on the State 
level have not been, and should be, addressed in S. 1815. These two areas are dis- 
closure practices and de minimis exemptions from registration. 

Uniform Disclosure 

Most States already incorporate the Federal standard, or so-called SEC ''Brochure 
Rule,'' for disclosure to prospective or existing cUents. On the Federal level, the SEC 
requires registered advisers to provide their cUents with information contained in 
Part II of Form ADV at least 2 full days prior to entering into a contract to provide 
advisory services, or to provide a brochure which contains this information. Form 
ADV Part II contains information on advisory services and fees; types of cUents to 
which the adviser provides services; various securities on which advice is offered; 
methods of analysis; adviser's personal and professional background and affiUations, 
etc., aU of which the prospective cUent can use in making an informed decision in 
retaining the adviser's services. While many States use the SEC Form ADV as part 
of their disclosure requirements, some of them add additional requirements that 



^Regulation of Financial Planners, Vol. 19, Moriarty and McNeily, Clark, Boardman Calla- 
ghan: New York, NY, 1995. 

'/6m1 
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!nd to increase small business compliance costs without any measurable or materi- 
ly increased benefit to investor protection. Some examples: 

• Alabama requires special disclosure rules that are applicable to agency cross- 
transactions; 

• Arkansas requires disclosure of potential conflicts of interests in addition to re- 
quiring investment advisers witn custody of client funds to furnish quarterly 
itemized statements to their clients; 

• California requires disclosure of any fees related to implementation of a finan- 
cial plan's recommendations as well as any financial conditions that would 
impair their ability to properly advise their clients; 

• Connecticut requires Form ADV Part II in addition to notifying clients of con- 
flicts of interest, changes in membership of the investment adviser, and the 
nonassignability of the contract without tne client's consent; 

• Texas re<)uires certain persons with more than 10 percent voting control in mul- 
tiple businesses and wno are seeking multiple registration to disclose to each 
dient their affiliations with other securities dealers or investment advisers, and 
potential conflicts inherent in those affiliations. The list of varying disclosure 
requirements by State goes on.® 

Given the increased use of electronic communications and client mobility, the 
eed for uniform disclosure rules is now greater than ever. The ICFP considers 
roper disclosure the cornerstone of any client relationship. We ask only that inves- 
vr protection be uniform, so advisers and their clients have a clear understanding 
f what is required in the disclosure process, whether the client is in Florida or 
tlaska. 

As such, the ICFP recommends adding language to section 222 that would allow 
icensed investment advisers complying with the requirements under the Federal 
940 Act regarding the delivery or written disclosure to existing or prospective di- 
nts to be considered in comphance with the disclosure provisions or the securities 
aws of the various States. 

Just as State securities regulators have worked closely in the past with the SEC 
develop appropriate standards for investor protection, we believe that both groups 
idll continue to be able to revise and improve the disclosure standard to the benetit 
f investors in all 50 States, not just one. 

Jniform De Minimis Exemption 

While two-thirds of the States with investment adviser laws provide a limited de 
minimis exemption from registration for investment advisers, 13 States with one- 
[uarter of the U.S. population (65 million people) have no practical de minimis 
xemptions.^ The problem is exacerbated b^^ tne fact that **client" is typically not de- 
ined in State law, and one State may consider a husband and wife with three advi- 
oiy accounts to be one client while another State may consider them to be three 
lients. Furthermore, some States do not require registration for firms with "institu- 
ional** clients, but the definition of institutional client varies from State to State. 

The fundamental argument for a minimum client de minimis exemption is based 
>n client requests for continued advisory services from their existing adviser after 
hey move to another State. In a 1996 member survey, the ICFP determined that 
lalf of its members had either turned down or referred prospective out-of-State 
lients to others because registration would have created a costly and undue compli- 
ince burden for them. Approximately one- third of the survey respondents had mul- 
iple State registration, but a significant majority (77 percent) viewed the lack of 
iniformity as a msgor regulatory problem in their practice. In general, most finan- 
ial planners are sole practitioners and are unable to afford Qie significant legal 
osts of checking each State's requirements and registering in a State to retain one 
►r two clients who have moved. 

Further, the argument that unscrupulous advisers would use an exemption for 
loing business in a large number of other States is invalid or, at the least, highly 
mpractical. An unscrupulous investment adviser would have to be a marketing ge- 
lius in order to exploit these exemption provisions in the aggregate. It is unlikely 
hat the latter would be concerned about registration in the first place. Currently, 
»ne can take advantage of the existing de minimis exemptions in 33 States and 
naintain a total client base of 225 without registering. There are no anecdotal or 
mblished reports, to our knowledge, that indicate the States with existing exemp- 
ions have any materially higher or lower incidents of abuse compared to the States 



^Ibid. 

® Based on summary of exemptions listed in "1995 Annual Survey of State De Minimis Exemp- 
ions,** Investment Adviser's Counsel, Vol. II, No. 3, Summer 1995. 
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with no exemptions. At the very least, the unsophisticated client who desires to re- 
tain a long-term relationship with a trusted planner is the one with the most at 
risk in shopping for a new planner in a new and unfamiliar community. 

The ICFr strongly recommends to this Committee that a uniform de minimis ex- 
emption be established in all States, with obvious limitations: That the investment 
adviser has no place of business in the other States; has only a limited number of 
clients in those States, similar to the 15-client exemption provided for in the Federal 
1940 Act; and only if the investment adviser is properly registered or licensed in 
the State in which its principal place of business is located. 

For purposes of further clarification, 'client' should be carefully defined so that 
there is no confusion over exemption thresholds. We strongly believe that a com- 
monsense exemption format would not diminish investor protection and would ease 
the regulatory burden on small businesspersons. 

IV. Summary 

In conclusion, we believe the above changes would help update and improve, for 
the first time in a half-century, a critical part of securities law. Greater investor pro- 
tection would be achieved through clarification of the Federal-State relationship and 
in creating a more uniform and commonsense regulatory environment. We would be 
more than willing to respond to any additional questions. Thank you again for con- 
sidering our comments. 
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STATEMENT OF ROBERT TODD LANG 

Senior Partner,* Weil, Gotshal & Manges LLP, New York, NY 

June 5, 1996 

I appreciate this opportunity to comment regarding section 207 of the Securities 
Investment Promotion Act of 1996 ( S. 1815"). I am hopeful that the discussion and 
ipecommendations set forth below will be of assistance in the formulation of an ap- 
propriate standard for the exception of qualified purchasers under the Investment 
Company Act of 1940, as amended (the "1940 Act"). 

Sfuninary 

There seems to be general acceptance of the proposition that a Qualified purchaser 
exception to the 1940 Act is an appropriate ana effective means or enabling sophisti- 
cated investors to invest in private pooled entities without the 100 person limitation 
currently imposed by that statute. Therefore, the principal task is to develop suit- 
able standards for the determination of qualified purchasers so as to promote capital 
formation in a manner consistent with investor protection. The standards proposed 
in S. 1815 are well designed to meet these objectives. The requirement that natural 
persons own $5 million in investments and that other entities own or manage $25 
xnillion in investments is consistent with inv^estor protection. This conclusion is 
l>ased upon the long-term favorable experience with Regulation D under the Securi- 
ties Act of 1933, as amended (the "Securities Act"), which sets a far lower standard 
applicable to net worth which includes non-investment assets such as personal resi- 
dence. Enactment of section 207 of S. 1815 would be consistent with current efforts 
l>y the Commission and Congress to simplify compliance with the Federal securities 
laws and eliminate unnecessary regulation. The current 100 person limitation is 
outdated and serves no constructive purpose. Furthermore, the protections of the 
1940 Act do not become available to investors in an entity with more than 100 in- 
vestors as suchprivate entities cannot function and therefore do not register under 
the 1940 Act. Tne effect is to preclude more than 100 persons, unrelated to their 
net worth or sophistication, from investing in a single pooled entity. 

Finally, S. 1815 properly grants to the SEC discretionary authority to adjust the 
definition of a qualified purchaser after experience and subject to the criteria set 
forth in the legislation. 

Discussion ^ 

Section 3(cXl) of the 1940 Act excepts from the definition of investment company 
''any issuer whose outstanding securities (other than short-term paper) are bene- 
ficially owned by not more than one hundred persons and which is not making and 
does not presenUy propose to make a public offering of its securities." 

The 100 person limitation in section 3(c)(1) is admittedly arbitrary ^ and "was in- 
tended to exclude from the [1940] Act private companies m which there is not sig- 
nificant public interest and which are therefore not appropriate subjects for Federal 
legislation."' 

The current regulatory scheme, which involves unnecessary and outdated provi- 
sions, impedes efficient capital formation. By limiting the section 3(cXl) exception 
to entities with not more tnan 100 beneficial owners (without regard to their finan- 
cial sophistication), many wealthy and sophisticated persons and institutions are de- 
nied the opportunity to invest in private investment entities even though they have 
tiie degree of knowledge and experience in financial and business matters to evalu- 
ate the merits and risks of their investments. The practical effect of this artificial 
limitation is that not only are many qualified investors precluded from these invest- 
ment opportunities, but the investment entities are limited in raising capital. Some 
of these entities also locate themselves offshore, still investing in the U.S. markets, 
but generally excluding U.S. investors. 

In an effort to deal with this problem, S. 1815 contains a new provision, section 
3(cX7) of the 1940 Act, which would except from the definition of investment com- 
pany "any issuer, the outstanding securities of which are owned exclusively by per- 
sons who, at the time of acquisition of such securities, are qualified purchasers. . . ." 



* Through a professional corporation. The views expressed in this statement are mine and do 
i:iot necessarily reflect the views of Weil, Gotshal & Manges LLP, its clients, or my partners. 

* For a comprehensive review of the issues discussed in Uiis statement, see American Bar As- 
sociation Task Force on Hedge Funds, Report on Section 3(c)(1) of the Investment Company Act 
q/" 1940 and Proposals to Create an Exception for Qualified Purchasers, 51 Bus. Law. 773 (1996). 

^Inre Maritime Corporation, 9 S.E.C. 906, 909 n.2 (1941). 

3H.R Rep. No. 1341, 96th Cong., 2d Sess. 35 (1980) and S. Rep. No. 958, 96th Cong., 2d Bess. 
20 (1980). 
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''Qualified purchasers" would be defined in a new section 2(aX51) of the 1940 Act, 
in part to include (i) "any natural person who owns at least $5 million in invest- 
ments/' (ii) "any person, acting for its own account or the accounts of other qualified 
purchasers, who in the aggregate owns and invests on a discretionary basis, not less 
than $25 million in investments" or (iii) any person that the Commission, by rule 
or regulation, determines does not need the protections of the 1940 Act, after consid- 
eration of certain enimierated factors. 

The $5 million/$25 million standard will enable sophisticated investors to parti- 
cipate in different kinds of private pooled entities and thereby promote capital for- 
mation. It is an important premise of the capital markets in the United States and 
the laws relevant thereto that sophisticated investors should be enabled to make 
their own investment decisions, with the benefit of full disclosure and the protection 
of the anti-fraud and market manipulation rules which are provided by the Fed- 
eral securities laws. There is ample precedent to substantiate the premise that the 
$5 million/$25 million standard would enable only sophisticated investors to partici- 
pate in these private pooled entities. This is evident from the extensive experience 
with Regulation D under the Securities Act.** Regulation D, which enables an in- 
vestor with a net worth of $1 million (including his or her home) to participate in 
private investment vehicles with high risk such as start-up companies and those 
which invest in real estate, energy, and the like, evidences a strong public policy 
that investors should have the opportunity to make their own informed decisions. 
There is no logical difference between an investment in a pooled entity which typi- 
cally invests in seciuities and the broad range of investments available under Regu- 
lation D. Therefore, it could be asserted that Regulation D and section 3(cX7) reflect 
similar policy considerations and the test should be the same. Nevertheless, I sug- 
gest that the standard in S. 1815 is proper in that it will provide the market, inves- 
tors, and regulators with the opportunity to evaluate investment experience at these 
levels before any consideration would be given to a lower or different standard. 

I am not aware of any empirical data which would support the concern that the 
$5 million/$25 million standard would raise an issue of investor protection. On the 
contrary, experience with Regulation D has not revealed exceptional problems that 
have jeopardized the interests of investors. In fact, many of the problems that have 
befallen investors have resulted from investments in registered entities, including 
limited partnerships and real estate investment trusts, and registered transactions, 
including roll-ups. The empirical evidence to date only supports the conclusion that 
the thresholds in S. 1815 will provide sufficient protection to investors without im- 
peding the acquisition of new capital. 

The Commerce Committee of the House of Representatives has approved a securi- 
ties bill (H.R. 3005) which defines qualified purchaser to mean in part (A) any natu- 
ral person who owns at least $10 million in securities or (B) any person who in the 
aggregate owns and invests not less than $100 million in securities. This standard, 
derived from the definition of "Qualified Institutional Buyer" ("QIB") contained in 
Rule 144A under the Securities Act, would exclude many sophisticated investors 
who simply cannot meet these very high thresholds. Because relatively few persons 
would qusdify, the QIB standard would continue to impede capital formation and 
deny investment opportunities to investors who are capable of making their own in- 
vestment decisions. Furthermore, the QIB standard, which was designed to provide 
liquidity to the private resale market for restricted securities, is not logically rel- 
evant to the determination of an appropriate standard in section 3(c)(7). 

I also support the proposal that a person's investment assets be used in a deter- 
mination of the status of qualified purchaser. S. 1815 requires that, within 180 days 
after the enactment of the legislation, the Commission identify what categories of 
investments would be relevant for this purpose. Other attempts to formulate a 
qualified purchaser exception have focused on the value of "securities" owned by 
persons seeking qualified purchaser status. I believe that investment assets is the 
more appropriate test and should be defined to mean the ownership, on an individ- 
ual or joint basis, of securities, commodities, and other investment assets such as 
real estate, but excluding non-investment assets such as a principal residence, 
automobiles, and jewelry. A test based solely upon securities is too hmited. An in- 
vestment asset test will adequately identify those investors who likely will have had 



** Regulation D defines "accredited investor** in part to include (i) "any natural person whose 
individual net worth, or joint net worth with that person's spouse, at the time of his purchase 
eicceeds $1 million" or (ii) "any natural person who had an individual income in excess of 
$200,000 in each of the two most recent years or joint income with that person*s spouse in ex- 
cess of $300,000 in each of those years and has a reasonable expectation of reaching the same 
income level in the current year.** 
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experience in making investment decisions, and will have the capability of evaluat- 
ing and assuming the inherent risk of their investment. 

Finally, I strongly favor S. 1815's grant of administrative discretion to the Com- 
mission to identit>r other persons who will be deemed Qualified purchasers. As the 
agency charged with the administration of the Federal securities laws, the Com- 
mission has the ability to respond in a timely manner to changing investment and 
market conditions. The Commission has traditionally used its exemptive and rule- 
making authority under the Federal securities laws cautiously.^ 

MisceUaneous 

In addition to the foregoing observations, there are a number of interpretative 
issues relative to proposed section 3(cX7). An appendix is attached to this state- 
ment which includes recommendations (and draft revised language) regarding these 
matters. 

Conclusion 

Proposed section 3(cX7) represents a constructive and long overdue reform of an 
outdated limitation on capital formation. At the same time, it does not raise risks 
to investors. In my judgment, the investment opportunities under such a standard 
would be limited to those who have the capacity to make their own investment deci- 
sions. This is very much in the public interest and will constitute a meaningful con- 
tribution to the overall effort to simplify the Federal seciuities laws and to eliminate 
unnecessary and ui^justified regulation. 

APPENDIX 
• Qualified Purchaser Exception of Section 3(c)(7)(A) 

(1) As the second sentence of proposed section 3(cK7KA) (as set forth in section 
207(aX3) of S. 1815) does not explicitly establish the time period when the 
transferor of the securities must be a qualified purchaser in order for the 
transferee also to be deemed a qualified purchaser, there is an interpretative 
issue as to whether the transferor must be a qualified purchaser at the time 
the securities were initially acquired by the transferor or at the time they 
were received by the transferee. In order to be consistent with the first sen- 
tence of proposed section 3(cX7KA), I recommend that the second sentence be 
modified to clarify that the transferor only needs to be a qualified purchaser 
at the time of his initial acquisition of the securities. 

(2) For purposes of clarity, I recommend that a statement be added to the legisla- 
tive history that the determination of qualified purchaser status is made at 
any time the person acquires securities, but not in the event that profits 
earned in the investment are reinvested in the issuer. 

(3) I also believe that, in addition to the references to "gift or bequest," a ref- 
erence to "distribution" should be included in the second sentence of proposed 
section 3(cX7XA). As a qualified purchaser may be a testamentary or inter 
vivos trust or other entity, it is possible that distributions, either mandatory 
or discretionary, will be made of securities. So long as the decision to distrib- 
ute the securities is not made by the recipient of the securities (i.e., no invest- 
ment decision is made by the distributee), the result should be the same as 
if the securities were received by gift or bequest. 

I therefore suggest that the second sentence of section 3(cX7XA) be modified as 
follows: 

"Securities that are ^ transferred to a person from a person who, at the 
time of the initial acquisition of such securities, was a qualified purchaser, 
by gift, ^ bequest, or other distribution, or in a case in which the transfer 
was caused by legal separation, divorce, death, or involuntary event, shall 
be deemed to be owned oy a qualified purchaser. . . ." 

(4) Proposed section 3(cX7)(A) authorizes the Commission to prescribe rules, reg- 
ulations, and orders "as necessary or appropriate in the public interest or for 
the protection of investors" (emphasis added). Other provisions of S. 1815 (in- 
cluding proposed section 2(aX51XB)) authorize the Commission to adopt rules 



^For example, the Commission used its rulemaking authority to adopt Regulation D under 
the Securities Act. In addition, the Commission has formed an Advisory Committee on Capital 
Formation and Regulatory Processes which has been discussing the adoption, under the (Com- 
mission's rulemaking authority, of a "company registration" system (eliminating traditional 
transaction-specific registration) under the Securities Act to eliminate unnecessary regulatory 
costs and uncertainties that impede a company's access to capital. 
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and regulations ""as it determines are necessary or appropriate in the public 
interest and for the protection of investors" (emphasis added). I recommend 
that the standards be made consistent and believe that the conjunctive form 
("or") be used. The Commission, which has the responsibility to administer 
the Federal securities laws and the expertise to respond to changing invest- 
ment conditions, should have the ability to adopt rules that either are in the 
public interest or that protect investors. I note that in section 6(c) of the In- 
vestment Company Act, the Commission has the authority to exempt any 
person, security, or transaction from any provisions of the 1940 Act if such 
exemption is "necessary or appropriate in the public interest and consistent 
with the protections of investors. ..." I would distinguish the Commission's 
ability to exempt (which should require that such action be both in the public 
interest and protective of investors) with its ability to adopt rules. 

• Grandfathering of Existing Section 3(c)(1) Investors 

Proposed section 3(cX7)(B) (as set forth in section 207(aX3) of S. 1815) excepts an 
issuer under section 3(c)(7) if, in addition to qualified purchasers, its securities are 
beneficially owned by not more than 100 persons, each of whom acquired the securi- 
ties on or before April 30, 1996. I recommend that, from a fairness perspective, the 
date be changed to the date of enactment of the new legislation. 

• Deflnition of Qualifled Purchaser 

(1) The requirement, held in subparagraph (ii) of proposed section 2(aX51)(A) (as 
set forth in section 207(b) of S. 1815), that a company be owned by or for two 
or more natural persons would unfairly preclude a corporation owned by one 
person (such as a personal holding company) from being a qualified purchaser 
even if it owned $5 million or more of investments. I recommend that the sub- 
paragraph be revised to include any company owned by one or more natural 
persons. I would therefore revise subparagraph (ii) as follows: 

"(ii) any company that owns not less than $5 million in investments and 
that is owned directly or indirectly by ^ one or more natural persons ^ , 
such natural person's siblings, ^ spouse (including former spouses), or direct 
lineal descendants by birth, marriage, or adoption, spouses of such persons, 
the estates of such persons, or foundations, charitable organizations, or 
trusts established by or for the benefit of such persons;" 

(2) Subparagraph (iii) requires that each trustee and each settlor of a trust be 
a qualifled purchaser in order for a trust to be a qualified purchaser. As a 
practical matter, it may be difficult to determine if a settlor of a trust estab- 
lished many years ago would have, at the time of the establishment of the 
trust, been a qualified purchaser and, such determination, if made, may be 
irrelevant today. In order to insure the sophistication of the trust, I propose 
looking at the qualification of the settlors and trustees if the trust was estab- 
lished within 5 years before acquiring the securities and looking at the quali- 
fication of the trustees and the amount of investments then owned by the 
trust if the trust was established more than 5 years before acquiring the secu- 
rities. I recommend that subparagraph (iii) specify the time period when each 
settlor must be a qualified purchaser in order for the trust to be deemed a 
qualified purchaser (i.e., at tne time the trust is created). In addition, because 
a trust may have trustees who have authority to make decisions other than 
with respect to the investment of securities, I recommend that subparagraph 
(iii) specify that the trustee (or other person) be involved in making "invest- 
ment" decisions for the trust. Finally, in order to cover any person determined 
by the Commission not to need the protections of the 1940 Act, I sugg;est that 
a reference to subparagraph (v) be added to the end of subparagraph (iii). 

Based on the foregoing, I would revise subparagraph (iii) as follows: 

"(iii) any trust that is not covered by subparagraph ^ (ii) and that was 
not formed for the specific purpose of acquiring the securities offered, as to 
which (A) the trustee or other person authorized to make investment deci- 
sions with respect to the trust, ^ is a person described in subparagraph (i), 
(ii), (iv), or (v), and (B)(x) in the case of a trust acquiring securities within 
5 years after the creation of the trust, each settlor or other person who has 
contributed assets to the trust is a person described in subparagraph (i), (ii), 
(iv), or (v) at the time of the creation of the trust or (y) in the case of a trust 
acquiring securities more than 6 years after the creation of the trust, the 
trust owns not less than $5 million in investments'" 
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• Miscellaneous 

I believe that, either in S. 1815 or in the legislative history, a statement should 
be included that a failure to comply with a condition of the Qualified purchaser ex- 
ception would not result in the loss of the proposed section 3(cX7) exception if the 
issuer reasonably believed in good faith that a person satisfied the qualified pur- 
chaser definition at the time of acquisition. 

If it is determined to add such a statement to the draft legislation, I suggest the 
following language: 

"A failure to comply with a term, condition, or reouirement of section 3(c)(7) 
will not result in the loss of the exception provided therein for any issuer if the 
issuer relying on the exception shows that a good faith and reasonable attempt 
was made to comply with all applicable terms, conditions, and requirements of 
section 3(cX7)." 
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SUPPLEMENTAL STATEMENT OF STEVEN M.H. WALLMAN 

Commissioner, U.S. Securities and Exchange Commission 
June 5, 1996 

Regarding Section 103 of S. 1815 

Section 103 of S. 1815 addresses the regulation of both investment adviser firms, 
and investment adviser employees (i.e., associated persons). I agree with my col- 
leagues' view that the preemption of State regulation of associated persons merits 
further study. However, unlike my colleagues, for the reasons discussed below, I 
cannot support the bill's current treatment of associated persons. 

The metnod chosen in the le^slation for dividing re^latory responsibility be- 
tween State and Federal authorities for investment adviser firms has merit. Gen- 
erally, smaller firms would be registered with the States, larger firms with the 
Commission. This scheme appropriately eliminates duplication and overlap, allows 
the Federal and State Governments to allocate efficiently scarce resources and, most 
importantly, maintains investor protection. 

My concern is with the treatment of associated persons of such firms who provide 
advice to retail customers. (I am not concerned with those employees who provide 
advice to registered investment companies or to sophisticated investors such as 
qualified purchasers, and I would support a preemptive provision to that extent.) 
As currently drafted, the States would be precluded from imposing any registration, 
educational, licensing, qualification, or any other type of requirement on the employ- 
ees of those larger firms that are registered as an investment adviser with the Com- 
mission. This approach at this time would not be consistent with maintaining a high 
level of investor protection. Moreover, this approach may inadvertently have adverse 
effects on small business and competition that should be considered. 

The changing demographics in this country are making the role of advisory pro- 
fessionals increasingly important. We have more self-direction of retirement funds 
than ever before, we have an aging work force, and we can no longer assume that 
Government will take care of us in retirement. In short, we have a greater emphasis 
on individual responsibility for planning for the future. In this new climate we need 
to do everything we can to ensure that investment adviser employees who provide 
point of sale advice to retail customers meet the highest level of professionalism and 
satisfy appropriate testing, educational, or other standards. The Commission itself 
has no such requirements. Substantive licensing and examination of professionals 
for other professions including securities and real estate brokers, as well as doctors, 
lawyers, and accountants, has generally been the exclusive domain of the States, 
often working with private accreditation or self-regulatory organizations. The best 
answer is not yet known; it may be to implement a system similar to the State sys- 
tem for licensing accountants or it mav be a Federal testing, education, or otiier 
standard. If we decided now to precluae the States, when there is no alternative 
standard, from involvement in this growing and important issue for employees of 
the largest firms, and from crafting a solution, investor protection may be harmed. 

The approach chosen in S. 1815 may also inadvertently harm small business. As- 
sociated persons of large firms will not be subject to any substantive registration, 
licensing, or qualification requirements. Associated persons at smaller firms, how- 
ever, will be subject to State regulation. The premise is that larger firms have good 
procedures for maintaining a quality work force, while smaller firms do not. This 
determination is not supported by any evidence or theory, and may be interpreted 
to demean and harm the reputation of small businesses. It would also be like saying 
that lawyers, doctors, and accountants dealing with the public do not need to pass 
qualifying exams merely because they work for a large law firm, HMO, or account- 
ing firm. 

This section of S. 1815 may also have unintended anti-competitive effects. Under 
section 103, an associated person employed by a large firm who wants to change 
jobs and work with or start a smaller firm will have to comply with a new licensing 
scheme. This might well be a barrier to such a move. Moreover, larger firms will 
have an advantage in recruiting: Individuals joining them do not have to satisfy any 
of the State requirements. If an individual wishes to join a smaller firm, he or she 
will have to comply with those requirements. I do not believe it can be good public 
policy to tie an individual's license or competence requirements to the size of his 
or her employer. 

It should be noted that many associated persons currently are registered at the 
State level as broker-dealer registered representatives. This supports the observa- 
tion that these individuals perform functions ordinarily covered by State regulation. 
(Of course, overlap in the regulatory schemes for registered representatives and 
associated persons should be avoided,, and the States should move toward a more 
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uniform and streamlined approach to dual registration.) However, one unanticipated 
result from section 103 of S. 1815 may be a migration out of the regulatory struc- 
ture for many of these registered representatives, especially for those that have dis- 
ciplinary or other problems. For example, some brokerage nrms may establish large 
enough investment advisory groups so that individuals who were formerly registered 
representatives will now provide only investment advice and avoid any substantive 
State regulation. This kind of regulatory arbitrage should be avoided. 

Given the increasingly important role that investment adviser associated persons 
play in our society, I believe they need to be treated as the professionals that they 
are. Concerns about the State regulation and licensing process, many of which are 
justified, need to be answered by improvements at the State level or through a com- 
prehensive Federal scheme, not by preemption that may result in a windfsdl for the 
industiys larger players potentially at the expense of the investing public. 
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ntroduction 

Mr. Chairman, Members of the Committee, we are submitting testimony on behalf 

^^f the Church Alliance, a coalition of church pension board executives acting on be- 

^Snalf of church pension and welfare benefit programs. Our pension programs are 

.^aunong the oldest employee benefit programs in the United States. Several date from 

"tt^e 1700's, and the median age of retirement programs represented through the 

^]lhurch Alliance is in excess of 50 years. These programs provide retirement and 

^^welfare benefits for approximately 261,000 ministers and 114,000 lay workers em- 

j;>loyed by thousands of churches and chvirch ministry organizations nationwide. The 

28 historic, mainline denominations served by these pension boards minister to the 

spiritual needs of over 66 million members of Protestant and Jewish faiths. 

Thank you for granting us the opportunity to share with you the views of the 
Church Alliance on S. 1815, the Securities Investment Promotion Act of 1996. The 
Church Alliance applauds the leadershio shown by this Committee and specifically 
that of Senators Cframm, D'Amato, Dodd, Bryan, and Moseley-Braun in introducing 
S. 1815. We are anxious to see quick passage of this legislation, which includes a 
provision of crucial importance to the church plan participants and beneficiaries 
served by our coalition. This legislation would provide church pension plans sec\iri- 
ties law treatment comparable with that currently applied to plans maintained on 
behalf of secular and Government employees. The Church Alliance looks forward to 
working with the Committee to perfect this provision with some technical modifi- 
cations. We offer our unequivocal support to help ensure timely enactment of this 
exemption. 

Constitutional Overview 

Historically, excessive administrative or regulatory entanglement by the Govern- 
ment in the affairs of churches and other religious organizations has been subject 
to strict scrutiny under the First Amendment, which erects a wall of separation be- 
tween church and State. Due to this constitutional proscription, Congress has tradi- 
tionally been loathe to interfere with internal church activities. This reluctance has 
led to Congressional determinations that the employer-employee relationship be- 
tween the church and its clergy should not be subject to certain rules and mandates 
that govern secular employers and that Congress should not impose mandates 
which conflict with churcn cannon law or social missions. 

An example of the higher standard applied to Government involvement in the in- 
ternal affairs of a churui are the exemptions various labor laws provide for church 
employers. Similarly, churches are exempt from various IRS fines and penalties, re- 
porting and recordkeeping requirements, and other mandates placed on employers. 

It is against this constitutional backdrop — that the Government generally needs 
a greater justification for involving itself in the internal affairs of churches — that 
we will now discuss the issue of church pension plans. 

Church Plans 

Most major religious denominations in the United States have established retire- 
ment programs for their clergy and lay workers. These '^church plans'* are organized 
in a variety of ways that reflect the organization of the particular church, often 
on a denomination- wide basis. Section 414(e) of the Internal Revenue Code of 1986, 
as amended (the "Code"), recognizes the unique structure of these plans. Church 
pension boards and any separate entities or trusts established to manage or hold 
church plan assets for a church, convention, or association of churches and their 
employees qualify as non-profit, tax-exempt organizations under section 501(cX3) of 
the Code. 

Church plans have a truly outstanding record of providing benefits to their clergy 
and workers. The assets of these retirement programs are substantial and the bene- 
fits thev provide, while often modest, are critical to the welfare of the clergy and 
lay workers of each denomination. Due to gaps in Federal and State securities laws 
and statutory ambiguity, however, some church plans are considering the onerous 
task of registering under these laws — a costly process which will diminish the bene- 
fits these plans provide. The reason church plans are considering this expensive and 
laborious process is that unlike retirement plans offered by secular and Government 
employers, church plans are not explicitly exempted from Federal and State securi- 
ties laws — apparently the result of an oversight. 

Inconsistent Treatment of Church Plans 

Express provisions in the Investment Company Act of 1940 along with a series 
of subsequent administrative interpretations have given private sector retirement 
plans an exemption from securities law registration. Congress revisited the issue of 
securities law exemptions for employer-provided retirement plans in 1980, when it 
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amended applicable law to exempt Government pension plans from regulation. 
Thus, while private sector and Government plans are explicitly exempted from secu- 
rities law registration requirements, church plans ineiqplicably are not. Absent an 
express exemption: 

• Interests in church plans and interests in the funds in which church plan assets 
are invested could be required to register as '^securities'' under the Securities 
Act of 1933 and the Securities Exchange Act of 1934; 

• The church plans as well as the funds in which plan assets are invested could 
be required to be registered and regulated as ^'investment companies" under the 
Investment Company Act of 1940; and 

• Plan sponsors and their staff could be subject to regulation as investment ad- 
visers or broker-dealers. 

While common sense seems to dictate that it was not Congress' intent to siibject 
church plans to SEC registration and regulation while exempting private sector 
and Government plans, the current statutory ambiguity has lett church plan spon- 
sors in a difficult position. Because securities laws exclusions do not specifically en- 
compass Code section 414(e) church plans, church plans face the same uncertainty 
which Government plans faced in 1980. Mr. Chairman, there is no public policy or 
investor protection reason to subject church plans to SEC regulation. Congress 
should continue its tradition of recognizing^ that pension plans operating under the 
Internal Revenue Code do not require apphcation of secunties law regulation. 

We are pleased that the authors have included clarifying language in S. 1815 
to address this situation. Section 315 of the bill eliminates the current ambiguity 
and makes clear that Congress intended to treat church plans, secular plans, and 
Government plans equally. The section would eigpressly exempt church plans from 
Federal securities registration and regulation, with the exception of the anti-fraud 
provisions. 

Church plans would continue to be governed by Internal Revenue Code regula- 
tions concerning eligibility, governance, and operation. The bill would also require 
church plans to provide an annual disclosure to plan participants that the plans are 
not sub|ect to registration, regulation, or reporting under the Securities Act of 1933 
or the Investment Company Act of 1940, and therefore, plan participants and bene- 
ficiaries are not afforded the protections of those laws. This disclosure provision ac- 
tually goes farther than what is required of secular and Government plans under 
current law. While we do not believe as a matter of principle that a disclosure rule 
should apply only to church plans, we do not object to providing it 

Recommended Technical Changes 

The Church Alliance wholeheartedly supports section 315 and applauds the au- 
thors of S. 1815 for addressing the ambiguity in Federal and State securities laws 
and the potential inequality in their application. We are concerned, however, that 
two specific provisions in the language of section 315 as currently drafted could ac- 
tually lead to the unintended consequence of hindering, rather than enhancing, 
church plans' ability to deliver quality retirement benefits to their participants ismd 
beneficiaries. These concerns can be addressed with two technical changes. 

First, the Church Alliance is recommending that the Committee add the words 
"or with respect to" after the words "advice exclusively to" on p. 51, line 21 of 
S. 1815. As currently drafted, church plan sponsors might be deterred from provid- 
ing to plan participants general information about retirement planning. It is im- 
portant that church plans be able to provide participants information designed to 
educate them about how a pension plan is part of planning for retirement needs, 
and assist them in making informed decisions about their pension plan participa- 
tion. In fact, the SEC and the Labor Department generally encourage plan sponsors 
to provide this type of information to plan participants. Including our recommended 
language would allow church plans to continue to provide this important educa- 
tional information. 

Second, while the Church Alliance does not object to the annual disclosure re- 
quirement in the bill, section 315(g) also includes language requiring disclosure to 
new participants prior to joining a plan. Making notice a condition of participation 
presents a logistical problem to many of our plans and would have the unintended 
consequence of delaying the effectiveness of coverage for some participants. This is 
because under most church plans, as imder most pension plans, workers become 
plan participants at the beginning date of employment at a local church. The church 
plan only becomes aware of the participant after the local employing church notifies 
the plan. In essence, the rule requires pension plans to provide notice to a worker 
before he or she is employed. For such plans, it is logistically not feasible to provide 
participants notice prior to their participation. 
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The Church Alliance believes that it is sufficient to provide participants annual 

Xiotice, which, as noted earher, already goes beyond what is required of secular and 

Crovemment plans. If additional notice is required, however, the Church Alliance 

i^ecommends providing notice to participants within 90 days of the plan being ad- 

^vised of the new employee's participation. 

The two technical changes we are recommending are extremely important if 
section 315 is to function as intended, and we urge the Committee to adopt them. 
We look forward to working with the Committee to resolve these technical issues 
and we appreciate the willingness of the bill's authors to address our securities law 
concerns. 

Conclusion 

Mr. Chairman, the modest benefits provided by church plans are critical to oiu* 
clergy and lav workers during their retirement years. These men and women have 
often devoted an entire working career to their church, and thev deserve a com- 
fortable retirement—just as workers enrolled in secular and Grovemment plans 
ei\joy. Without the darif^g amendments provided by S. 1815, church plans may 
have to register under the seouities laws, a costly process. It is especially unfair 
to impose such a burden on church pension plans when Government and secular 
plans are exempted, and it is inconsistent with the deference oiu* Government tradi- 
tionally affords the unique church-employee relationship. S. 1815, with the technical 
modifications we recommend, would rectifV this situation and put Congress on 
record that the Government does not intend to treat church plans in such a disad- 
vantageous fashion. 

Mr. Chairman, thank you again for the opportunity to present our views to the 
Committee. We look forward to working witn you and the Committee to ensure 
timely passage of this important legislation. 
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104TII CONGRESS 
2d Session 



S. 1815 



To pro\ide for improved regulation of tlie securities markets, eliminate excess 
securities fees, reduce the costs of investing, and for other purjwses. 



IN THE SENATE OF THE UNITED STATES 

May 23, 1996 
Mr. Gramm (for himself, Mr. D'Amato, Mr. Dodd, Mr. Bryan, and Ms. 
Moseley-Braun) introduced the foUo^ng bill; which was read twice and 
referred to the Committee on Banking, Housing and Urban Affairs 



A BILL 

To provide for improved regulation of the securities markets, . 
eliminate excess securities fees, reduce the costs of in- 
vesting, and for other purp)oses. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress a^ssembled, 

3 SECTION 1. SHORT TITLE; TABLE OF CONTENTS. 

4 (a) Shout Title. — This Act may be cited as the 

5 "Securities Investment Promotion Act of 1996". 

6 (b) TAiiLE OF Contents. — The table of contents for 

7 this Act is as follows: 

Sec!. 1 . Short title; Uible of contents. 
Set!. 2. S<»venibiHty. 

TITLE I— INVESTMENT ADMSEKS INTECJKITY ACT 
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Sec. 101. SiMMi title. 

See. 102. Fuiidiii|r for eiiliaiieed eiiforrcmeiit priority. 

Sec. 103. Imprm-ed Kupenisioii tiirougli State aiid Fetleral cooperation. 

Sec. 104. Interstate coo|ienitioii. 

Sec. 105. Disfiualification of coii\'ieted felons. 

TITLE II— FACIUTATING IXXTSTMENT IN MT'TIAL FrNT)S 

Sec. 201. Sliort title. 

Sec. 202. Funds of funds 

Sec. 203. Flexible registration of securities. 

Sec. 204. Facilitating use of current information in advertising. 

Sec. 203. Variable insurance contracts. 

Sec. 206. Prohibition on deceptive investment company names. 

Sec. 207. Excepted in\'«8tment companies. 

Sec. 208. Performance fees exemptions. 

TITLE III— REDUCING THE COST OF SAVING AND INVESTMENT 

Sec. 301. Exemption for eeoiiomic, business, aiid industrial development 

companies. 

Sec. 302. Intrastate closed-end investment company exemption. 

Sec. 303. Definition of eligible portfolio company. 

Sec. 304. Definition of business development company. . 

Sec. 305. Acquisition of assets b>' business development companies. 

Sec. 306. Capital structure amendments. 

Sec. 307. Filing of written statements. 

Sec. 308. Facilitating imtioiuil securities markets. 

Sec. 309. Regulator^' flexibilit}'. 

Sec. 310. AiuUysis of economic effects of regulation. 

Sec. 311. Privatization of EDGAR. 

Sec. 312. Improving coordination of supervision. 

Sec. 313. Increased access to foreign business information. 

Sec. 314. Sliort-form registration. 

Sec. 315. Cliurch employee pension plaim. 

Sec. 316. Promoting global preeminence of American securities markets. 

1 SEC. 2. SEVERABIUTY. 

2 If any provision of this Act, an amendment made by 

3 this Act, or the appheation of such provision or amend- 

4 ment to any person or circumstance is held to be unconsti- 

5 tutional, the remainder of this Act, the amendments made 

6 by this Act, and the appHcation of the pro\isions of such 

7 to any j)erson or circumstance shall not be affected 

8 therebv. 
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1 TITI^ I— INVESTMENT ADVISERS 

2 INTEGRITY ACT 

3 SEC. 101. SHORT TITLE. 

4 This title may be cited as the * Investment Advisers 

5 Integrity Act". 

6 SEC. 102. FUNDING FOR ENHANCED ENFORCEMENT 

7 PRIORITY. 

8 There are authorized to be appropriated to the Secu- 

9 rities and Exchange Commission, for the enforcement of 

10 the Investment Advisers Act of 1940, not more than 

1 1 $16,000,000 in each of fiscal years 1997 and 1998. 

12 SEC. 103. IMPROVED SUPERVISION THROUGH STATE AND 

13 FEDERAL COOPERATION. 

14 (a) State and Federal Responsibilities. — The 

15 Investment Advisers Act of 1940 (15 U.S.C. 80b-l et 

16 seq.) is amended by inserting after section 203 the foUow- 

17 ing new section: 

18 '^EC. 203A. STATE AND FEDERAL RESPONSIBILITIES. 

19 ''(a) Admsers Subject to State Authorities. — 

20 "(1) In GENERAI.. — No investment adviser that 

21 is regulated or required to be regulated as an invest- 

22 ment ad\iser in the State in which it maintains its 

23 principal office and place of business sliall register 

24 under section 203(a), unless the ad\iser — 
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1 ''(A) has assets under management of not 

2 less than $25,000,000, or such higher amount 

3 as the Conmiission may, by rule, deem appro- 

4 priate in accordance with the purposes of this 

5 title; or 

6 "(B) is an adviser to an investment com- 

7 pany registered under title I of this Act, or a 

8 company that has elected to be a business de- 

9 velopment company pursuant to section 54 of 

10 title I of this Act. 

11 "(2) Definition. — ^Por purposes of this sub- 

12 section, the term 'assets under management' means 

13 the securities portfolios with respect to which an in- 

14 vestment adviser provides continuous and regular 

15 supervisory or management services. 

16 "(b) Advisers Subject to Commission 

17 AUTHORiri'. — 

18 "(1) In geneiul. — No law of any State or po- 

19 litical subdi\ision thereof requiring the registration, 

20 licensing, or qualification as an investment adviser 

21 or employee of an investment adviser shall apply to 

22 any j)erson — 

23 "(A) that is registered under section 203 

24 as an investment ad\'iser, or that is an em- 

25 ployee of such a person; or 
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1 ''(B) that is not registered under section 

2 203 because that person is excepted from the 

3 definition of an investment adviser under sec- 

4 tion 202(a)(ll). 

5 **(2) Limitation. — Nothing in this subsection 

6 shall prohibit the securities commission (or any 

7 agency or office performing like functions) of any 

8 State from — 

9 "(A) requiring the filing with such com- 

10 mission, agency, or office of any document filed 

11 with the Commission by an investment adviser, 

12 or any other document, whether or not such 

13 document may be required to be filed with the 

14 Commission, relating to an employee of an in- 

15 vestment adviser solely for notice purposes, to- 

16 gether with a consent to service of process and 

17 requisite fees; or 

18 **(B) investigating and bringing enforce- 

19 ment actions with respect to fraud or deceit 

20 against an investment adviser or person associ- 

21 ated with an investment adviser. 

22 "(c) EXEMl>TK)NS. — The Commission may, by rule or 

23 regulation upon its own motion, or by order upon applica- 

24 tion, exempt any person or class of persons from the prohi- 

25 bitions of subsection (a) and permit the registration with 
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1 the Commission of any person or class of persons to which 

2 the appUcation of subsection (a) would be unfair, a burden 

3 on interstate commerce, or otherwise inconsistent with the 

4 purposes of this section. 

5 **(d) PiUNG Depositories. — The Commission may, 

6 by rule, require an investment adviser — 

7 "(1) to file with the Commission any fee, appli- 

8 cation, report, or notice required by this title or by 

9 the rules issued under this title through any entity 

10 designated by the Commission for that purpose; and 

1 1 "(2) to pay the reasonable costs associated with 

12 such filing. 

13 "(e) State Assistance. — Upon request of the secu- 

14 rities conunissioner (or any agency or officer performing 

15 like functions) of any State, the C!ommission may provide 

16 such training, technical assistance, or other reasonable as- 

17 sistance in connection with the regulation of investment 

18 advisers by the State.". 

19 (b) Advisers Not Eli(;ible To Register. — Sec- 

20 tion 203 of the Investment Advisers Act of 1940 (15 

21 U.S.C. 80l)-3) is amended— 

22 (1) in subsection (c), in the matter immediately 

23 following paragraph (2), by inserting **and that the 

24 applicant is not prohibited from registering as an in- 
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1 vestment adviser under section 203A" after "satis- 

2 fied"; and 

3 (2) in subsection (h), in the second sentence — 

4 (A) by striking "existence or" and insert- 

5 ing '^existence,"; and 

6 (B) by inserting "or is prohibited from 

7 registering as an investment adviser under sec- 

8 tion 203A," after "adviser,". 

9 (c) Conforming Amendment. — Section 203(a) of 

10 the Investment Advisers Act of 1940 (15 U.S.C. 80b- 

11 3(a)) is amended by striking "subsection (b)" and insert- 

12 ing "subsection (b) and section 203A". 

13 SEC. 104. INTERSTATE COOPERATION. 

14 Section 222 of the Investment Advisers Act of 1940 

15 (15 U.S.C. 80b-18a) is amended to read as follows: 

16 <^EC. 222. STATE REGULATION OF INVESTMENT ADVISERS. 

17 "(a) Jurisdiction of State Regulators. — Noth- 

18 ing in this title shall affect the jurisdiction of the securities 

19 commissioner (or any agency or officer performing like 

20 functions) of any State over any security or any person 

21 insofar as it does not conflict with the provisions of this 

22 title or the rules and regulations thereunder. 

23 "(b) Dual Compliance Purposes. — No State may 

24 enforce any law or regulation that would require an invest- 

25 ment adviser to maintain any books or records in addition 
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1 to those required under the laws of the State in which 

2 it maintains its principal place of business, if the invest- 

3 ment adviser — 

4 "(1) is registered or licensed as such in the 

5 State in which it maintains its principal place of 

6 business; and 

7 '^2) is in compliance with the appUcable books 

8 and records requirements of the State in which it 

9 maintains its principle place of business. 

10 "(c) Limitation on Capital and Bond Require- 

1 1 MENTS. — No State may enforce any law or regulation that 

12 would require an investment adviser to maintain a higher 

13 minimum net capital or to post any bond in addition to 

14 any that is required under the laws of the State in which 

15 it maintains its principal place of business, if the invest- 

16 ment adviser — 

17 "(1) is registered or licensed as such in the 

18 State in which it maintains its principal place of 

19 business; and 

20 "(2) is in compliance with the applicable net 

21 capital or bonding requirements of the State in 

22 which it maintains its principal place of business.". 

23 SEC. 105. DISQUALIFICATION OF CONVICTED FELONS. 

24 (a) Amendment. — Section 203(e) of the Investment 

25 Advisei-s Act of 1940 (15 U.S.C. 80b-3(e)) is amended— 
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1 (1) by redesignating paragraphs (3) through 

2 (7) as paragraphs (4) through (8), respectively; and 

3 (2) by inserting after paragraph (2) the foUow- 

4 ing new paragraph: 

5 "(3) has been convicted during the 10-year pe- 

6 riod preceding the date of fihng of any apphcation 

7 for registration, or at any time thereafter, of — 

8 "(A) any crime that is punishable by im- 

9 prisonment for 1 or more years, and that is not 

10 described in paragraph (2); or 

1 1 "(B) a substantially equivalent crime by a 

12 foreign court of competent jurisdiction.". 

13 (b) Conforming Amendments. — Section 203 of the 

14 Investment Advisers Act of 1940 (15 U.S.C. 80b-3) is 

15 amended — 

16 (1) in subsection (e)(6) (as redesignated by 

17 subsection (a) of this section), by striking "this 

18 paragraph (5)" and inserting "this paragraph"; 

19 (2) in subsection (f)— 

20 (A) by striking "paragraph (1), (4), (5), or 

21 (7)" and niserting "paragraph (1), (5), (6), or 

22 (8)"; and 

23 (B) by striking "paragraph (3)" and in- 

24 serting "paragraph (4)"; and 
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1 (3) in subsection (i)(l)(D), by striking "section 

2 203(e)(5) of this title" and inserting "subsection 

3 (e)(6) of this section". 

4 TITLE n— FACILITATING 

5 INVESTMENT IN MUTUAL FUNDS 

6 SBC. SOI. SHORT TTTLB. 

7 This title may be cited as the "Investment Company 

8 Act Amendments of 1996". 

9 SBC. S02. FUNDS OF FUNDS. 

10 Section 12(d)(1) of the Investment Company Act of 

11 1940 (15 U.S.C. 80a-12(d)(l)) is amended— 

12 (1) in subparagraph (E)(iii) — 

13 (A) by striking "in the event such invest- 

14 ment company is not a registered investment 

15 company/'; and 

16 (B) by inserting "in the event that such in- 

17 vestment company is not a registered invest- 

18 ment company," after "(bb)"; 

19 (2) by rcHlosigiiatiiig subparagraphs (G) and 

20 (ID as subparagi'uphs (H) and (I), res])ectively: 

21 (3) by inserting after sub])aragi-aph (F) the fol- 

22 lowing new subparagraph: 

23 "((t) This paragi-aph does not apply to securities of 

24 a ivgisteivd ojxMi-end investment company oi- a ivgistei-ed 

25 unit investment trust (litM*eaft,(M* in this subparagi'iipli re- 
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1 ferred to as the ^acquired company') purchased or other- 

2 wise acquired by a registered open-end investment com- 

3 pany or a registered unit investment trust (hereafter in 

4 this subparagraph referred to as the ^acquiring company') 

5 if— 

6 "(i) the acquired company and the acquiring 

7 company are part of the same group of investment 

8 companies; 

9 "(ii) the securities of the acquired company, se- 

10 curities of other registered open-end investment 

1 1 companies and registered unit investment trusts that 

12 are part of the same group of investment companies, 

13 Government securities, and short-term paper are the 

14 only investments held by the acquiring company; 

15 "(iii)(I) the acquiring company does not pay 

16 and is not assessed any charges or fees for distribu- 

17 tion-related acti\ities with respect to securities of the 

18 acquired company, unless the acquiring company 

19 does not charge a sales load or other fees or charges 

20 for distribution-related activities; or 

21 *'(II) any sales loads and other distribution-re- 

22 lated fees charged with respect to securities of the 

23 a('(|uiring company, when ag^'egated with any sales 

24 load and distribution-related fees paid by the acquir- 

25 ing company with i-espect to securities of the ac- 
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1 quired fund, are not excessive under rules adopted 

2 pursuant to section 22(b) or section 22(c) of this 

3 title by a securities association registered under sec- 

4 tion 15A of the Securities Exchange Act of 1934 

5 or the Commission; 

6 **(iv) the acquired company has a pohcy that 

7 prohibits it from acquiring any securities of reg- 

8 istered open-end investment companies or registered 

9 unit investment trusts in reliance on this subpara- 

10 graph or subparagraph (F); and 

11 ''(v) such acquisition is not in contravention of 

12 such rules and regulations as the CJonmiission may 

13 fix)m time to time prescribe with respect to acquisi- 

14 tions in accordance with this subparagraph, as nec- 

15 essary and appropriate for the protection of 

16 investors. 

17 For purposes of this subparagraph, the term *group of in- 

18 vestment companies' means any 2 or more registered in- 

19 vestment companies that hold themselves out to investors 

20 as related companies for purposes of investment and inves- 

21 tor services."; and 

22 (4) by adding at the end the following new sub- 

23 paragraph: 

24 "(J) The Commission, by rules and regulations, upon 

25 its own motion, or by order upon application, may condi- 
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1 tionally or unconditionally exempt any person, security, or 

2 transaction, or any class or classes of persons, securities, 

3 or transactions from any provision of this subsection, if 

4 and to the extent that such exemption is consistent with 

5 the public interest and the protection of investors.". 

6 SEC. 203. FUBaODBLJB REGISTIUTION OF SECURITIES. 

7 (a) Amendments to Registration State- 

8 ments. — Section 24(e) of the Investment Company Act 

9 of 1940 (15 U.S.C. 80a-24(e)) is amended— 

10 (1) by striking paragraphs (1) and (2); 

11 (2) by redesignating paragraph (3) as sub- 

12 section (e); and 

13 (3) in subsection (e) (as so redesignated) by 

14 striking "pursuant to this subsection or otherwise". 

15 (b) Registration of Indefinite Amount of Se- 

16 CURITIES. — Section 24(f) of the Investment Company Act 

17 of 1940 (15 U.S.C. 80a-24(f)) is amended to read as 

18 follows: 

19 "(f) Registration of Indefinite Amount of Se- 

20 CURITIES. — 

21 ''(1) Registration of securities. — ^Upon the 

22 effective date, as provided by section 8 of the Securi- 

23 ties Act of 1933, of its registration statement, a 

24 face-amount certificate company, open-end manage- 

25 ment company, or unit investment trust, shall be 
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1 deemed to have registered an indefinite amount of 

2 securities. 

3 "(2) Payment op registration pees. — Not 

4 later than 90 days after the end of the fiscal year 

5 of an entity referred to in paragraph (1), the entity 

6 shaU pay a registration fee to the Commission, cal- 

7 culated in the manner specified in section 6(b) of the 

8 Securities Act of 1933, based on the aggregate sales 

9 price for which its securities (including, for purposes 

10 of this paragraph, all securities issued pursuant to 

11 a dividend reinvestment plan) were sold during the 

12 previous fiscal year of the entity, reduced by — 

13 "(A) the aggregate redemption or repur- 

14 chase price of the securities of the entity during 

15 that year; and 

16 "(B) the aggregate redemption or repur- 

17 chase price of the securities of the entity during 

18 any prior fiscal year ending not more than 1 

19 year before the date of enactment of the Invest- 

20 ment Company Act Amendments of 1996, that 

21 were not used pre\iously by the entity to reduce 

22 fees payable under this section. 

23 "(3) Interest due on late payment. — ^An 

24 entity paying the fee required by this subsection or 

25 any portion thereof more than 90 days after the end 
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1 of the fiscal year of the entity shall pay to the Com- 

2 mission interest on unpaid amounts, compounded 

3 daily, at the underpayment rate established by the 

4 Secretary of the Treasury pursuant to section 3717 

5 of title 31, United States Code. The payment of in- 

6 terest pursuant to this paragraph shall not preclude 

7 the Commission from bringing an action to enforce 

8 the requirements of paragraph (2). 

9 "(4) Rulemaking authority. — ^The Commis- 

10 sion may adopt rules and regulations to implement 

1 1 this subsection.". 

12 (c) Effective Date. — The amendments made by 

13 this section shall become effective 180 days after the date 

1 4 of enactment of this Act. 

15 SEC. 204. FACILITATING USE OF CURRENT INFORMATION 

16 IN ADVERTISING. 

17 Section 24 of the Investment Company Act of 1940 

18 (15 U.S.C. 80a-24) is amended by adding at the end the 

1 9 following new subsection: 

20 **(g) Additional Prospectuses. — In addition to 

21 any prospectus permitted or required by section 10(a) of 

22 the Securities Act of 1933, the Commission shall permit, 

23 by rules or regulations deemed necessary or appropriate 

24 in the public interest or for the protection of investors, 

25 the use of a pix)spectus for the pur|X)ses of section 5(b)(1) 
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1 of that Act with respect to securities issued by a registered 

2 investment company. Such a prospectus, which may in- 

3 chide information the substance of which is not included 

4 in the prospectus specified in section 10(a) of the Securi- 

5 ties Act of 1933, shall be deemed to be permitted by sec- 

6 tion 10(b) of that Act.". 

7 SBC. 90S. VARIABLE INSURANOB CONTRACTS. 

8 (a) Unit Investment Trust Treatment. — Sec- 

9 tion 26 of the Investment Company Act of 1940 (15 

10 U.S.C. 80a-26) is amended by adding at the end the fol- 

1 1 lowing new subsection: 

12 "(e) Exemption. — 

13 "(1) In general. — Subsection (a) does not 

14 apply to any registered separate account funding 

15 variable insurance contracts, or to the sponsoring in- 

16 surance company and principal underwriter of such 

17 account. 

18 **(2) Limitation on sales. — It shall be unlaw- 

19 fill for any registered separate account funding vari- 

20 able insurance contracts, or for the sponsoring in- 

21 surance company of such account, to sell any such 

22 contract, unless — 

23 **(A) the fees and charges deducted under 

24 the contract, in the aggregate, are reasonable in 

25 relation to the services rendered, the expenses 
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1 esqpected to be incurred, and the risks assumed 

2 by the insurance company, and the insurance 

3 company so represents in the registration state- 

4 ment for the contract; and 

5 "(B) the insurance company — 

6 "(i) complies with all other applicable 

7 provisions of this section, as if it were a 

8 trustee or custodian of the registered sepa- 

9 rate account; 

10 "(ii) files with the insurance regu- 

11 latory authority of a State or territory of 

12 the United States or of the District of Co- 

13 lumbia in which is located the principal 

14 place of business of the insurance com- 

15 pany, an annual statement of its financial 

16 condition, which most recent statement in- 

17 dicates that the insurance company has a 

18 combined capital and surplus, if a stock 

19 company, or an unassigned surplus, if a 

20 mutual company, of not less than 

21 $1,000,000, or such other amount as the 

22 Commission may from time to time pre- 

23 scribe by rule, as necessary or appropriate 

24 in the public interest or for the protection 

25 of investors; and 
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1 '*(iii) together with its registered sepa- 

2 rate accounts, is supervised and examined 

3 periodically by the insurance authority of 

4 such State, territory, or the District of Co- 

5 himbia. 

6 "(3) Pees and charges. — ^For purposes of 

7 paragraph (2), the fees and charges deducted under 

8 the contract shaU inchide all fees and charges im- 

9 posed for any purpose and in any manner. 

10 "(4) Regulatory authority. — The Conunis- 

11 sion may issue such rules and regulations to carry 

12 out paragraph (2) (A) as it determines are necessary 

13 or appropriate in the public interest or for the pro- 

14 tection of investors.". 

15 (b) Periodic Payment Plan Treatment. — Sec- 

16 tion 27 of the Investment Company Act of 1940 (15 

17 U.S.C. 80a-27) is amended by adding at the end the fol- 

1 8 lowing new subsection: 

19 "(i)(l) This section shall not apply to any registered 

20 separate account ftiiiding variable insurance contracts, or 

21 to ttie sponsoring insurance company and principal under- 

22 ^vriter of such account, except as pro\ided in paragraph 

23 (2). 

24 **(2) It shall be unlawful for any registered separate 

25 account funding variable insurance contracts, or for the 
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1 sponsoring insurance company of such account, to sell any 

2 such contract unless — 

3 "(A) such contract is a redeemable security; 

4 and 

5 *'(B) the insurance company complies with sec- 

6 tion 26(e) and any rules or regulations adopted by 

7 the Commission thereunder.". 

8 SEC. 206. PROHIBITION ON DECEPTIVE INVESTMENT COM- 

9 PANY NAMES. 

10 Section 35(d) of the Investment Company Act of 

11 1940 (15 U.S.C. 80a-34(d)) is amended to read as 

12 follows: 

13 **(d) It shall be unlawful for any registered invest- 

14 ment company to adopt as a part of the name or title of 

15 such company, or of any securities of which it is the issuer, 

16 any word or words that are materially deceptive or mis- 

17 leading. The Commission is authorized, by rule, regula- 

18 tion, or order, to define such names or titles as are materi- 

19 ally deceptive or misleading.". 

20 SEC. 207. EXCEPTED INVESTMENT COMPANIES. 

21 (a) Amendments. — Section 3(c) of the Investment 

22 Company Act of 1940 (15 U.S.C. 80a-3(c)) is amended— 

23 (1) in paragrapli (1), by inseiting after the first 

24 sentence tlie following: *'Such issuer shall be deemed 

25 to be an investment company for purposes of the 
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1 limitations set forth in subparagraphs (A)(i) and 

2 (B)(i) of section 12(d)(1) governing the purchase or 

3 other acquisition by such issuer of any security is- 

4 sued by any i-egistei-ed investment company and the 

5 sale of any security issued by any registered open- 

6 end investment company to any such issuer."; 

7 (2) in subparagraph (A) of paragraph (1) — 

8 (A) by inserting after **issuer/' the first 

9 place that term appears, the following: **and is 

10 or, but for the exception provided for in this 

11 paragraph or paragraph (7), would be an in- 

12 vestment company,'*; and 

13 (B) by striking **unless, as of and all that 

14 follows throu^ the end of the subparagraph 

15 and inserting a period; and 

16 (3) by striking paragraph (7) and inserting the 

17 following: 

18 "(7)(A) Any issuer, the outstanding securities 

19 of which are owned exclusively by persons who, at 

20 the time of acquisition of such securities, are quali- 

21 fied purchasers, and which is not making and does 

22 not at that time propose to make a public offering 

23 of such securities. Securities that are owned by per- 

24 sons who received the securities from a qualified 

25 purchaser as a gift or bequest, or in a case in which 
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1 the transfer was caused by legal separation, divorce, 

2 death, or other involuntary event, shall be deemed to 

3 be owned by a qualified purchaser, subject to such 

4 rules, i-egulations, and orders as the Commission 

5 may prescribe as necessary or appropriate in the 

6 public interest or for the protection of investors. 

7 "(B) Notwithstanding subparagraph (A), an is- 

8 suer is within the exception provided by this para- 

9 graph if — 

10 "(i) in addition to qualified purchasers, 

11 outstanding securities of that issuer are bene- 

12 ficially owned by not more than 100 persons 

13 who are not qualified purchasers, if — 

14 "(I) such persons acquired such secu- 

15 rities on or before April 30, 1996; and 

16 "(II) at the time such securities were 

17 acquired by such persons, the issuer was 

18 excepted by paragraph (1); and 

19 "(ii) prior to availing itself of the exception 

20 pro\ided by this paragraph — 

21 "(I) such issuer has disclosed to each 

22 beneficial o^vner that future investoi-s v:i\\ 

23 be limited to qualified purchasers, and that 

24 OA^iiei-ship in such issuer is no longer lini- 

25 ited to not more than 100 jKjrsons; and 
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1 "(11) concurrently with or after such 

2 disclosure, such issuer has provided each 

3 beneficial owner with a reasonable oppor- 

4 tunity to I'edeem any part or all of their iii- 

5 terests in the issuer, notwithstanding any 

6 agreement to the contrary between such is- 

7 suer and persons, for their proportionate 

8 share of the issuer's net assets. 

9 "(C) Each person that elects to redeem under 

10 subparagraph (B)(ii)(II) shaU receive an amount in 

11 cash equal to that person's proportionate share of 

12 the issuer's net assets, unless the issuer elects to 

13 provide such person with the option of recei\ihg, and 

14 such person agrees to receive, all or a portion of 

15 such person's share in assets of the issuer. If the is- 

16 suer elects to provide such persons with such an op- 

17 portunity, disclosure concerning such opportunitj'^ 

18 shall be made in the disclosure required by subpara- 

19 graph (B)(ii)(I). 

20 "(D) An issuer that is excepted under this 

21 paragraph shall nonetheless l>e deemed to be an in- 

22 vestment company for purposes of the limitations set 

23 forth in subparagniphs (A)(i) and (B)(i) of section 

24 12(d)(1) I'elating to the purchase or other acquisi- 

25 tion by such issuer of any security issued by any 
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1 registered investment company and the sale of any 

2 security issued by any registered open-end invest- 

3 ment company to any such issuer. 

4 "(E) For purposes of determining comphance 

5 with this paragraph and paragraph (1), an issuer 

6 that is otherwise excepted under this paragraph and 

7 an issuer that is otherwise excepted under paragraph 

8 (1) shall not be treated by the Commission as being 

9 a single issuer for purposes of determining whether 

10 the outstanding securities of the issuer excepted 

11 under paragraph (1) are beneficially owned by not 

12 more than 100 persons or whether the outstanding 

13 securities of the issuer excepted under this para- 

14 graph are owned by persons that are not qualified 

15 purchasers. Nothing in this subparagraph shall be 

16 construed to establish that a person is a bona fide 

17 qualified purchaser for purposes of this paragraph 

18 or a bona fide beneficial owTier for purposes of para- 

19 gi-aph {1):\ 

20 (b) Definition of Qualified Purchaser. — Sec- 

21 tion 2(a) of the Investment Company Act of 1940 (15 

22 U.S.C. 80a-2(a)) is amended by adding at the end the 

23 following new paragi*aph: 

24 *'(51)(A) ^Quahfied purcluiser^ means — 
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1 **(i) any natural person who owns at least 

2 $5,000,000 in investments, as defined by the 

3 Commission; 

4 '*(ii) any company that owns not less than 

5 $5,000,000 in investments and that is owned 

6 directly or indirectly by or for 2 or more natu- 

7 ral persons who are related as siblings or 

8 spouse (including former spouses), or direct Hn- 

9 eal descendants by birth, marriage, or adoption, 

10 spouses of such persons, the estates of such 

11 persons, or foundations, charitable organiza- 

12 tions, or trusts established by or for the benefit 

13 of such persons; 

14 "(iii) any trust that is not covered by sub- 

15 paragraph (B) and that was not formed for the 

16 specific purpose of acquiring the securities of- 

17 fered, as to which the trustee or other person 

18 authorized to make decisions with respect to the 

19 trust, and each settlor or other person who has 

20 contributed assets to the trust, is a person de- 

21 scribed in clause (i), (ii), or (iv); 

22 **(iv) any person, acting for its own ac- 

23 count or the accounts of other qualified pur- 

24 chasers, who in the aggregate owns and invests 
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1 on a discretionaiy basis, not less than 

2 $25,000,000 in investments; or 

3 "(v) any person that the Commission, by 

4 rule or regulation, has determined does not 

5 need the protections of this title, after consider- 

6 ation of factors such as — 

7 ''(I) a high degree of financial sophis- 

8 tication, including extensive knowledge of 

9 and e3q>erience in financial matters; 

10 ''(11) a substantial amount of assets 

1 1 owned or under management; 

12 'HIH) relationship with an issuer; or 

13 "(IV) such other factors as the Com- 

14 mission may determine to be consistent 

15 with the purposes of this paragraph. 

16 "(B) The Commission may adopt such rules 

17 and regulations appUcable to the persons and trusts 

18 specified in clauses (i) through (v) of subparagraph 

19 (A) as it determines are necessary or appropriate in 

20 the pubhc interest and for the protection of inves- 

21 tors. 

22 "(C) The term 'qualified purchaser' does not in- 

23 elude a company that, but for the exceptions pro- 

24 vided for in paragraph (1) or (7) of section 3(c), 

25 would be an investment company (hereafter in this 
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1 paragn^^h referred to as an ^excepted investment 

2 company'), unless all beneficial owners of its out- 

3 standing securities (other than short-term paper), 

4 determined in accordance with section 3(c)(1)(A), 

5 that acquired such securities on or before ^ril 30, 

6 1996 (hereafter in this paragraph referred to as 

7 *pre-amendment beneficial owners'), and all pre- 

8 amendment beneficial owners of the outstanding se- 

9 curities (other than short-term pi^r) of any ex- 

10 cepted investment company that, directly or indi- 

11 rectly, owns any outstanding securities of such ex- 

12 c^ted investment company, have consented to its 

13 treatment as a qualified purchaser.". 

14 (c) Conforming Amendment. — Section 3(a) of the 

15 Investment Company Act of 1940 (15 U.S.C. 80a-3(a)) 

16 is amended in the matter inmiediately following paragraph 

17 (3)— 

18 (1) by inserting "(i)" after "of the owner"; and 

19 (2) by inserting before the period the following: 

20 ", and (ii) which are not relying on the exception 

21 fi*om the definition of investment company in para- 

22 graph (1) or (7) of subsection (c)". 

23 (d) Rulemaking Requiked. — 

24 (1) Implementation of section 3(c)(1)(B). — 

25 Not later than 1 year after the date of enactment 
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1 of this Act, the Commission shall prescribe rules to 

2 implement the requirements of section 3(c)(1)(B) of 

3 the Investment Company Act of 1940 (15 U.S.C. 

4 80a-3(c)(l)(B)). 

5 (2) Identification of investments. — Not 

6 later than 180 days after the date of enactment of 

7 this Act, the Commission shall prescribe rules defin- 

8 ing or otherwise identifying "investments" for the 

9 purposes of section 2(a)(51) of the Investment Com- 

10 pany Act of 1940, as amended by this Act. 

11 (3) Employee exception. — Not later than 1 

12 year after the date of enactment of this Act, the 

13 Commission shall prescribe rules pursuant to its au- 

14 thority under section 6 of the Investment Company 

15 Act of 1940 to permit the ownership by knowledge- 

16 able employees of an issuer of the securities or an 

17 affiliated person without loss of the exception of the 

18 issuer under paragraph (1) or (7) of section 3(c) of 

19 that Act from treatment as an investment company 

20 under that Act. 

21 (e) Effecth^ Date. — The amendments made by 

22 this section shall become effective on the earlier of — 

23 (1) 180 days after the date of enactment of this 

24 Act; or 
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1 (2) the date on which the rulemaking required 

2 under subsection (d)(2) is completed. 

3 SEC. S06. PERFOBMANCB FEES EXEBfPnONS. 

4 Section 205 of the Investment Advisers Act of 1940 

5 (15 U.S.C. 80l>-5) is amended— 

6 (1) in subsection (b) — 

7 (A) in paragraph (2), by striking "or" at 

8 the end; 

9 (B) in paragn^^h (3), by striking the pe- 

10 riod at the end and inserting "; or"; and 

1 1 (C) by adding at the end the following new 

12 paragraph: 

13 ''(4) apply to an investment advisory contract 

14 with a company excepted from the definition of an 

15 investment company under section 3(c)(7) of title I 

16 of this Act."; and 

17 (2) by adding at the end the following new sub- 

18 section: 

19 **(e) The Commission, by rule or regulation, upon its 

20 o^^n motion, or by order upon application, may condi- 

21 tionally or unconditionally exempt any person or trans- 

22 action, or any class or classes of persons or transactions, 

23 from subsection (a)(1), if and to the extent that the ex- 

24 emptioii relates to an investment ad\isory contract ^vith — 
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1 "(1) any person that the C!omniission deter- 

2 mines does not need the protections of subsection 

3 (a)(1), on the basis of such factors as financial so- 

4 phistication, net worth, knowledge and experience in 

5 financial matters, amount of assets under manage- 

6 ment, relationship with a registered investment ad- 

7 viser, and such other factors as the Commission de- 

8 termines are consistent with this section; or 

9 "(2) a person who is not a resident of the Unit- 

10 ed States.". 

11 TITLE in— REDUCING THE COST 

12 OF SAVING AND INVESTMENT 

13 SEC. 301. EXEBfPnON FOR ECONOMIC, BUSINESS, AND IN- 

1 4 DUSTRIAL DEVELOPMENT COMPANIES. 

15 Section 6(a) of the Investment Company Act of 1940 

16 (15 U.S.C. 80a-6(a)) is amended by adding at the end 

17 the following new paragraph: 

18 "(5)(A) Any company that is not engaged in 

19 the business of issuing redeemable securities, the op- 

20 erations of which are subject to regulation by the 

21 State in which the company is organized under a 

22 statute governing entities that provide financial or 

23 managerial assistance to enterprises doing business, 

24 or proposing to do business, in that State if — 
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1 "(i) the organizational documents of the 

2 company state that the activities of the com- 

3 pany are Umited to the promotion of economic, 

4 business, or industrial development in the State 

5 through the provision of financial or managerial 

6 assistance to enterprises doing business, or pro- 

7 posing to do business, in that State, and such 

8 other activities that are incidental or necessary 

9 to carry out that purpose; 

10 *'(ii) immediately following each sale of the 

11 securities of the company by the company or 

12 any underwriter for the company, not less than 

13 80 percent of the securities of the company 

14 being offered in such sale, on a class-by-class 

15 basis, are held by persons who reside or who 

16 have a substantial business presence in that 

17 State; 

18 "(iii) the securities of the company are 

19 sold, or proposed to be sold, by the company or 

20 by any underwriter for the company, solely to 

21 accredited investors, as that term is defined in 

22 section 2(15) of the Securities Act of 1933, or 

23 to such other persons that the Commission, as 

24 necessary or appropriate in the public interest 
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1 and consistent with the protection of investors, 

2 may permit by rule, regulation, or order; and 

3 **(iv) the company does not purchase any 

4 security issued b}^ an investment company or by 

5 any company that would be an investment com- 

6 pany except for the exclusions from the defini- 

7 tion of the term "investment company" under 

8 paragraph (1) or (7) of section 3(c), other 

9 than— 

10 **(I) any debt security that is rated in- 

11 vestment grade by not less than 1 nation- 

12 ally recognized statistical rating organiza- 

13 tion; or 

14 "(II) any security issued by a reg- 

15 istered open-end investment company that 

16 is required by its investment policies to in- 

17 vest not less than 65 percent of its total 

18 assets in securities described in subclause 

19 (I) or securities that are determined by 

20 such registered open-end investment com- 

21 pany to be comparable in quality to securi- 

22 ties described in subclause (I). 

23 "(B) Notwithstanding the exemption provided 

24 by this paragraph, section 9 (and, to the extent nec- 

25 essars' to enforce section 9, sections 38 through 51) 
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1 shall apply to a company described in this paragraph 

2 as if the company were an investment company reg- 

3 istered under this title. 

4 **(C) Any company proposing to rely on the ex- 

5 emption pro\ided by this paragraph shall file with 

6 the Commission a notification stating that the com- 

7 pany intends to do so, in such form and manner as 

8 the Commission may prescribe by rule. 

9 **(D) Any company meeting the requirements of 

10 this paragraph may rely on the exemption provided 

1 1 by this paragraph upon filing with the Commission 

12 the notification required by subparagraph (C), until 

13 such time as the Commission determines by order 

14 that such reliance is not in the public interest or is 

15 not consistent with the protection of investors. 

16 **(E) The exemption provided by this paragraph 

17 may be subject to such additional terms and condi- 

18 tions as the Commission may by rule, regulation, or 

19 order determine are necessary or appropriate in the 

20 public interest or for the protection of investors.". 

21 SEC. 302. INTRASTATE CLOSED-END INVESTMENT COM- 

22 PANY EXEMPTION. 

23 Section 6(d)(1) of the Investment Company Act of 

24 1940 (15 U.S.C. 80a-6(d)(l)) is amended by striking 

25 *^$100,000^' and inserting "$10,000,000, or such other 
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1 amount as the Commission may set by rule, regfulation, 

2 or order". 

3 SEC. 303. DEFINITION OF EUGIBLE PORTFOUO COBfPANY. 

4 Section 2(a)(46)(C) of the Investment Company Act 

5 of 1940 (15 U.S.C. 80a~2(a)(46)(C)) is amended— 

6 (1) in clause (ii), by striking "or" at the end; 

7 (2) by redesignating clause (iii) as clause (iv); 

8 and 

9 (3) by inserting after clause (ii) the following: 

10 **(iii) it has total assets of not more 

11 than $4,000,000, and capital and surplus 

12 (shareholders' equity less retained eam- 

13 ings) of not more than $2,000,000, except 

14 that the Commission may adjust such 

15 amounts by rule, regulation, or order to re- 

16 fleet changes in 1 or more generally ac- 

17 cepted indices or other indicators for small 

18 businesses; or". 

19 SEC. 304. DEFINITION OF BUSINESS DEVELOPMENT COM- 

20 PANY. 

21 Section 2(a)(48)(B) of the Investment Company Act 

22 of 1940 (15 U.S.C. 80a-2(a)(48)(B)) is amended by in- 

23 serting before the semicolon at the end the following: ", 

24 and provided further that a business development com- 

25 pany m\\\ not make available significant managerial as- 

•S 1815 IS 



Digitized by VjOOQIC 



217 
34 

1 sistance with respect to any company described in section 

2 2(a)(46)(C)(iii), or with respect to any other company that 

3 meets such criteria as the Conmiission may by rule, regu- 

4 lation, or order permit, as consistent with the pubhc inter- 

5 est, the protection of investors, and the purposes fairly in- 

6 tended by the polic}' and provisions of this title". 

7 SBC. S05. ACQUISITION OF ASSETS BY BUSINESS DEVELOP- 

8 BfENT COBfPANIES. 

9 Section 55(a)(1)(A) of the Investment Company Act 

10 of 1940 (15 U.S.C. 80a-54(a)(l)(A)) is amended— 

11 (1) by striking "or from any person" and in- 

12 serting "from any person"; and 

13 (2) by inserting before the semicolon ", or from 

14 any other person, subject to such rules and regula- 

15 tions as the Commission may prescribe as necessarj'^ 

16 or appropriate in the pubhc interest or for the pro- 

1 7 tection of investors" . 

18 SEC. 306. CAPITAL STRUCTURE AMENDMENTS. 

19 Section 61(a) of the Investment Company Act of 

20 1940 (15 U.S.C. 80a-60(a)) is amended— 

21 (1) in paragraph (2), by striking "if such busi- 

22 ness development company" and all that follows 

23 through the end of paragi-aph (2) and inserting a 

24 jHiriod; 

25 (2) in panigi-aph (3)(A)— 
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1 (A) by striking '^senior securities rep- 

2 resenting indebtedness accompanied by"; 

3 (B) inserting "accompanied by securities," 

4 after "of such company,"; and 

5 (C) in clause (ii), by striking "senior"; and 

6 (3) in paragraph (3) — 

7 (A) in subparagraph (A), by striking 

8 "and" at the end; 

9 (B) in subparagraph (B), by striking the 

10 period at the end of clause (iv) and inserting "; 

11 and"; and 

12 (C) by inserting after subparagraph (B) 

13 the following new subparagraph: 

14 "(C) a business development company may 

15 issue warrants, options, or rights to subscribe 

16 to, convert to, or purchase voting securities not 

17 accompanied by securities, if — 

18 "(i) such warrants, options, or rights 

19 satisfy the conditions in clauses (i) and 

20 (iii) of subparagraph (A); and 

21 "(ii) the proposal to issue such war- 

22 rants, options, or rights is authorized by 

23 tlie shai-eholders or partners of such busi- 

24 iiess development company, and such issu- 

25 ance is approved by the recjuired majority 
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1 (as defined in section 57(o)) of the diree- 

2 tors of or general partners in such com- 

3 pany on the basis that such issuance is in 

4 the best interests of the company and its 

5 shareholders or partners.". 

6 SEC. S07. FILING OF WRITTEN STATEMENTS. 

7 Section 64(b)(1) of the Investment Company Act of 

8 1940 (15 U.S.C. 80a-63(b)(l)) is amended by inserting 

9 **and capital structure'' after ^'portfolio". 

10 SEC. 308. FACILITATING NATIONAL SECURITIES MARKETS. 

11 Section 18 of the Securities Act of 1933 (15 U.S.C. 

12 77r) is amended to read as follows: 

13 <^EC. 18. EXEMPTION FROM STATE CONTROL OF 

1 4 SECURITIES OFFERINGS. 

15 **(a) Exemption Prom State Law for Reg- 

16 ISTERED Seci^rities. — Except with respect to offerings 

17 described in subsection (b) and as otherwise specifically 

18 provided in this section, no law, rule, regrulation, order, 

19 or other administrative action of any State or Territor\^ 

20 of the United States, or the District of Columbia, or any 

21 political subdi\ision thereof — 

22 ''(1) requiring, or with respect to, registration 

23 or qualification of securities or securities trans- 

24 actions shall directly or indirectly apply to an offer- 
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1 ing subject to a reg:istration statement filed pursu- 

2 ant to this title; 

3 **(2) shall directly or indirectly prohibit, limit, 

4 or impose conditions upon the use of any offering 

5 document, including any prospectus contained in a 

6 registration statement that has been filed with the 

7 Commission; or 

8 "(3) shall directly or indirectly prohibit, Umit, 

9 or impose conditions upon the offer or sale of any 

10 security registered with the Commission under this 

1 1 title based on the merits of such offering or issuer. 

12 "(b) Special Rules for Certain Offerings. — 

13 Except with respect to a security of an investment com- 

14 pany that is registered under the Investment Company 

15 Act of 1940, the provisions of subsection (a) shall not 

16 apply to— 

17 "(1) an offering- 
is "(A) by an issuer that is a blank check 

19 company, as defined in section 7(b), a partner- 

20 ship, a limited hability company, or a direct 

21 participation investment program; 

22 **(B) of penny stock; or 

23 "(C) giving effect to a limited partnership 

24 roUup transaction; 
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1 **(2) an offering of a security, if a person asso- 

2 ciated with the offering is subject to a statutory dis- 

3 qualification, as defined in section 3(a)(39) of the 

4 Securities Exchange Act of 1934 or any substan- 

5 tially equivalent State law; or 

6 **(3) an offering of a security that — 

7 **(A) is not hsted on the New York Stock 

8 Exchange, the American Stock Exchange, or as 

9 part of a category of securities on another ex- 

10 change or trading system, as determined by the 

1 1 Commission consistent with the purposes of this 

12 title and the protection of investors; 

13 "(B) is not authorized for trading oh the 

14 National Market System of the National Asso- 

15 ciation of Securities Dealers Automated 

16 Quotation S\'stem; or 

17 **(C) will not be hsted or authorized for 

18 quotation as described in subparagi-aph (A) or 

19 (B) u]K>n completion of the transaction. 

20 **(c) ExEMiTioN Pkom State Law for Tiuns- 

21 ACTIONS IN SECI'KITIES WiTH QUiVLlFIEI) PUR- 

22 cilASEKs. — Notwithstanding subsection (b), subsection 

23 (a) shall apply with respect to offers and sales to cjiialified 

24 purchasers, as defined by the ('ommission. 
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1 **(d) Preservation of Piling Requirements. — 

2 Nothing in this section shall prohibit the securities com- 

3 mission (or any agency or office performing like functions) 

4 of any State or Territory of the United States, or the Dis- 

5 trict of Columbia, from requiring the filing of any docu- 

6 ments filed with the Commission pursuant to this title 

7 solely for notice purposes, along with a consent to service 

8 of process and requisite fee, except that no such filing, 

9 consent, or fee may be required with respect to securities, 

10 or transactions relating to securities that are of the same 

11 class as securities, or are senior to such a class, as de- 

12 scribed in subsection (b)(3). Nothing in this section shall 

13 prohibit gtates from enforcing fee requirements in effect 

14 on May 31, 1996. 

15 **(e) Preservation op State AuTHORir\\ — Noth- 

16 ing in this section shall affect the jurisdiction of the secu- 

17 rities commission (or any agency or office performing like 

18 functions) of any State or Territory of the United States, 

19 or the District of Columbia, pursuant to the laws of such 

20 State or Territon^ with respect to any fraud or broker- 

21 dealer conduct in connection with securities or securities 

22 transactions.". 
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1 SEC. 309. REGULATORY FLEXIBILITY. 

2 (a) Under the Securities Act of 1933. — Title I 

3 of the Securities Act of 1933 (15 U.S.C. 77a et seq.) is 

4 amended by adding at the end the following new section: 

5 <^EC. 28. GENERAL EXEBfPnVE authority. 

6 **The Conunission, by rule or regulation, may condi- 

7 tionally or unconditionally exempt any person, security, or 

8 transaction, or any class or classes of persons, securities, 

9 or transactions, from any provision or provisions of this 

10 title or of any rule or regulation issued thereunder, to the 

1 1 extent that such exemption is necessary or appropriate in 

12 the public interest, and is consistent with the protection 

13 of investors.". 

14 (b) Under the Securities Exchange Act of 

15 1934.— Title I of the Securities Exchange Act of 1934 (15 

16 U.S.C. 78a et seq.) is amended by adding at the end the 

1 7 following new section : 

18 <^EC. 36. GENERAL EXEMPnVE authority. 

19 ''Notwithstanding any other provision of this title, 

20 the Commission, by iTile, regulation, or order, may condi- 

21 tionally or unconditionally exempt any person, security, or 

22 transaction, or any class or classes of persons, securities, 

23 or transactions, from any proAision or pnnisions of this 

24 title or of any i-ule or- regulation issued thereunder, to the 

25 extent that such exemj)tion is neeessaiy or appropriate in 

26 the public interest, and is consistent with the protection 
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1 of investors. The Commission shall, by rule or regulation, 

2 determine the procedures under which an exemptive order 

3 under this section shall be granted and may, in its sole 

4 discretion, decline to entertain any application for an 

5 order of exemption under this section.". 

6 SEC. 310. ANALYSIS OF ECONOMIC EFFECTS OF REGULA- 

7 HON. 

8 (a) Authorization of Appropriations. — There 

9 are authorized to be appropriated to carry out the Eco- 

10 nomic Analysis Program, including funding for the Office 

11 of Economic Analysis of the Securities and Exchange 

12 Conunission, $6,000,000 for fiscal year 1997, and 

13 $6,000,000 for fiscal year 1998. 

14 (b) Analysis of Economic Effects of Regula- 

15 TION. — 

16 (1) In general. — The Chief Economist of the 

17 Commission shall prepare a report on each proposed 

18 regulation of the Commission. Such report shall be 

19 provided to each Commissioner and shall be pub- 

20 lished in the Federal Register before any such regu- 

21 lation of the Commission may become effective. 

22 (2) Report contents. — The report required 

23 by this subsection shall include — 

24 (A) an analysis of the likely effects of the 

25 proposed regulation on the economy of the 
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1 United States, and particularly upon the securi- 

2 ties markets and the participants in those mar- 

3 kets; and 

4 (B) the estimated impact of the proposed 

5 regulation upon economic and market behavior, 

6 including any impact on market liquidity, the 

7 costs of investment, and the financial risks of 

8 investment. 

9 SEC. 311. PRIVATIZATION OF EDGAR. 

10 Not later than 180 days after the date of enactment 

1 1 of this Act, the Commission shall submit to the Congress 

12 a report on the Electronic Data Gathering Analysis and 

13 Retrieval System consisting of the Commission's plan for 

14 promoting competition and innovation of the system 

15 through privatization of all or any part of the system. 

16 Such plan shall include such recommendations for action 

17 as may be necessary to implement the plan. 

1 8 SEC. 312. IMPROVING COORDINATION OF SUPERVISION. 

19 Section 17 of the Securities Exchange Act of 1934 

20 (15 U.S.C. 78q) is amended by adding at the end the fol- 

21 lowing new subsection: 

22 '*(i) C(K)KniNATi()N OF Examining Authorities. — 

23 **(1) OiUEtTiVE. — The Commission and the ex- 

24 amining authorities shall promote effective and effi- 

25 cient oversight of the activities of brokers and deal- 
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1 ers, avoiding redundancy, while maintaining the 

2 highest level of examination and oversight quality. 

3 **(2) Elimination of duplication. — The 

4 Commission and the examining authorities, through 

5 cooperation and coordination of examination and 

6 oversight activities, shall eliminate any unnecessary 

7 and burdensome duphcation in the examination 

8 process. 

9 "(3) Coordination of examinations. — The 

10 Commission and the examining authorities shall 

1 1 share such information, including reports of exarai- 

12 nations, customer complaint information, and other 

13 nonpublic regulatory information, as appropriate to 

14 foster a coordinated approach to regulatory over- 

15 sight of brokers and dealers that are subject to ex- 

16 amination by more than one examining authority. 

17 **(4) Examinations for cause. — ^At any time, 

18 any examining authority may conduct an examina- 

19 tion for cause of any broker or dealer subject to its 

20 jurisdiction. 

21 "(5) Confidentiality. — 

22 ''(A) In (JENERAL. — The provisions of sec- 

23 tion 24 shall apply to the sharing of informa- 

24 tion in accordance with this subsection. The 

25 (Commission shall take appropriate action under 
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1 section 24(c) to assure that such information 

2 is not inappropriately disclosed. 

3 *'(B) Appropriate disclosure not pro- 

4 iiiiMTED. — Nothing in this paragraph shall au- 

5 thorize the Commission or any examining au- 

6 thority to withhold information from the Con- 

7 gress, or prevent the Commission or any exam- 

8 ining authority from comphing with a request 

9 for information from any other Federal depart- 

10 ment or agency requesting the information for 

1 1 purposes within the scope of its jurisdiction, or 

12 complying with an order of a court of the Unit- 

13 ed States in an action brought by the United 

14 States or the Commission. 

15 "(6) Definition. — For purposes of this sub- 

16 section, the term 'examining authority' means the 

17 self-regulator>' organizations registered with the 

18 Commission under this title (other than registered 

19 clearing agencies) with the authority to examine, in- 

20 spect, and otherwise oversee the activities of a reg- 

21 istered broker or dealer.". 
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1 SEC. 313. INCREASED ACCESS TO FOREIGN BUSINESS IN- 

2 FORMATION. 

3 (a) The Securities Act of 1993.— Section 2(3) of 

4 the Securities Act of 1933 (15 U.S.C, 77b(3)) is amended 

5 in the third sentence — 

6 (1) by striking "not include preliminary** and 

7 inserting "not include the following: (A) prelimi- 

8 nary"; and 

9 (2) by inserting before the period "or (B) solely 

10 for purposes of section 5, press conferences held out- 

11 side of the United States, public meetings with is- 

12 suer representatives conducted outside of the United 

13 States, or press related materials released outside of 

14 the United States in which an offshore offering is 

15 discussed, irrespective of whether journalists from 

16 the United States or journalists for publications (in- 

1 7 eluding on-line services) with circulation in the Unit- 

18 ed States attend such press conferences or meetings 

19 or receive such press related materials.". 

20 (b) The Secxiiities Exchange Act of 1934.— 

21 Section 14 of the Securities Exchange Act of 1934 (15 

22 U.S.C. 78n) is amended by adding at the end the following 

23 new subsection: 

24 "(i) Treatment of Pkess Related JLxterials. — 

25 "(1) In (JENEitAL. — ^Aiiy person making a ten- 

26 der offer for, or a reciiiest or in\itation for tendei*s 
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1 of, the securities of a foreign issuer may grant jour- 

2 nalists &om the United States or joumaUsts for 

3 puWications (including on-hne services) with circula- 

4 tion in the United States access to press conferences 

5 outside of the United States, meetings with its rep- 

6 resentatives conducted outside of the United States, 

7 or press related materials released outside of the 

8 United States in which an offshore tender offer is 

9 discussed, without being deemed to have used the ju- 

10 risdictional means specified in subsection (d)(1) or 

1 1 becoming subject to any regulations promulgated by 

12 the Commission, pursuant to subsection (e) of this 

13 section or 13(e), or otherwise, that relate to tender 

14 offers or requests or in\itations for tenders. 

15 **(2) Depixitiox. — For purposes of this sub- 

16 section, the term *foreign issuer' means any corpora- 

17 tion or other organization — 

18 **(A) that is incorporated or organized 

19 under the laws of any foreign country'; or 

20 "(B) the principal place of business of 

21 which is located in a foreign count^^^'^ 

22 SEC. 314. SHORT-FORM REGISTRATION. 

23 (a) Ix (iKXKitAL.— Not later than 180 days after the 

24 date of enactment of this Act, the Commission shall 

25 amend Form S-.'J (17 (^F.R. 239.13, relating tx) registra- 

rs 1815 IS 



Digitized by VjOOQIC 



230 

47 

1 tion under the Securities Act of 1933, of securities of cer- 

2 tain issuers offered pursuant to certain types of trans- 

3 actions) to allow such form, or its equivalent, to be used 

4 for primary offerings by a registrant if — 

5 (1) the outstanding stock of the registrant held 

6 by nonaffiliates of the registrant has an adequate 

7 aggregate market value as determined by the Com- 

8 mission; and 

9 (2) such registrant otherwise meets the eligi- 

10 bihty requirements for registration using such form, 

11 or its equivalent. 

12 (b) Adjustments. — ^Any adjustment to the adequate 

13 aggregate market value threshold referred to in subsection 

14 (a)(1)(B) by the Commission following the date of enact- 

15 ment of this Act shall apply equally to voting and nonvot- 

16 ing common shares and such other securities as the Com- 

17 mission shall establish. 

18 (c) Defixition. — For purposes of this section, the 

19 term *\stock'' includes voting and nonvoting common 

20 shares, and such other securities as the Commission shall 

21 establish. 

22 SEC. 315. CHURCH EMPLOYEE PENSION PLANS. 

23 (a) Amendment to the Investment Company 

24 Act of 1940. — Section 8(c) of the Investment Company 
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1 Act of 1940 (15 U.S.C. 80a-3(c)) is amended by adding 

2 at the end the following new paragraph: 

3 '*(14) Any church plan described in section 

4 414(e) of the Internal Revenue Code of 1986, if, 

5 under any such plan, no part of the assets may be 

6 used for, or diverted to, purposes other than the ex- 

7 elusive benefit of plan participants or beneficiaries, 

8 or any company or account that is — 

9 '*(A) estabUshed by a jjerson that is eligible 

10 to establish and maintain such a plan under 

11 section 414(e) of the Internal Revenue Code of 

12 1986; and 

13 '*(B) substantially all of the activities of 

14 which consist of — 

15 **(i) managing or holding assets con- 

16 tributed to such church plans or other as- 

17 sets which are [permitted to be commingled 

18 >\ith the assets of church plans under the 

19 Internal Revenue Code of 1986; or 

20 **(ii) administering or providing bene- 

21 fits pursuant to church plans. 

22 (b) Amendment to the Secukities Act of 

23 1933.— Section 3(a) of the Securities Act of 1933 (15 

24 U.S.C. 77(a)) is amended by adding at the end the foUow- 

25 ing new paragraph: 
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1 "(2) if no such jjerson or entity receives a com- 

2 mission or other transaction-related sales compensa- 

3 tion in connection with any activities conducted in 

4 reliance on the exemption provided by this sub- 

5 section.". 

6 (d) Amendment to the Investment Advisers 

7 Act of 1940. — Section 203(b) of the Investment Advisers 

8 Act of 1940 (15 U.S.C. 80b-3(b)) is amended— 

9 (1) in paragraph (2), by striking "or" at the 

10 end; 

11 (2) in paragraph (3), by striking the jjeriod at 

12 the end and inserting "; or"; and 

13 (3) by adding at the end the following new 

14 paragraph: 

15 "(4) any plan described in section 414(d) of the 

16 Internal Revenue Code of 1986, any person or entity 

17 eligible to establish and maintain such a plan under 

18 the Internal Revenue Code of 1986, or any trustee, 

19 director, officer, or employee of or volunteer for any 

20 such plan or person, if such person or entity pro- 

21 vides investment advice exclusively to any plan, per- 

22 son, or entity or any company, account, or fund that 

23 is excluded from the definition of an investment 

24 company under section 3(c)(14) of the Investment 

25 (^.ompany Act of 1940.". 
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1 (e) Amendment to the Trust Indenture Act of 

2 1939.— Section 304(a)(4)(A) of the Trust Indenture Act 

3 of 1939 (15 U.S.C. 77ddd(4)(A)) is amended by striking 

4 "or (11)" and inserting "(11), or (14)". 

5 (f) Protection of Church Employee Benefit 

6 Plans Under State Law. — 

7 (1) Registration requirements.-— Any secu- 

8 rity issued by or any interest or participation in any 

9 church plan, company, or account that is excluded 

10 from the definition of an investment company under 

11 section 3(c)(14) of the Investment Company Act of 

12 1940, and any offer, sale, or purchase thereof, shall 

13 be exempt from any law of a State that requires reg- 

14 istration or qualification of securities. 

15 (2) Treatment of church plans. — No 

16 church plan described in section 414(e) of the Inter- 

17 nal Revenue Code of 1986, no person or entity eligi- 

18 ble to establish and maintain such a plan under the 

19 Intenial Revenue Code of 1986, no company or ac- 

20 count that is excluded from the definition of an in- 

21 vestment company under section 3(c)(14) of the In- 

22 vestment Company Act of 1940, and no trustee, di- 

23 rector, officer, or employee of or volunteer for any 

24 such plan, person, entity, company, or account shall 

25 be re(|uire(l to (quality, repster, or be subject to re^- 

•S 1815 IS 



Digitized by VjOOQIC 



236 

53 

1 ulation as an investment company or as a broker, 

2 dealer, investment adviser, or agent under the laws 

3 of any State solely because such plan, person, entity, 

4 company, or account buys, holds, sells, or trades in 

5 securities for its own account or in its capacity as 

6 a trustee or administrator of or otherwise on behalf 

7 of, or for the account of, or provides investment ad- 

8 vice to, for, or on behalf of, any such plan, person, 

9 or entity or any company or account that is excluded 

10 from the definition of an investment company under 

11 section 3(c)(14) of the Investment Company Act of 

12 1940. 

13 (g) Further Amendments to the Securities 

14 Exchange Act of 1934. — Section 3 of the Securities 

15 Exchange Act of 1934 (15 U.S.C. 78c) is amended by add- 

16 ing at the end the following new subsection: 

17 **(g) Disclosure to Church Plan Partici- 

18 PANTS. — ^A person that maintains a church plan that is 

19 excluded from the definition of an investment company 

20 solely b}^ reason of section 3(c)(14) of the Investment 

21 Company Act of 1940 shall provide disclosure to plan par- 

22 ticipants, in \\Titing, and not less frequently than annu- 

23 ally, and for new participants joining such a plan after 

24 May 31, 199G, prior to joining such plan, that — 
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1 "(1) the plan, or any company or account main- 

2 tained to manage or hold plan assets and interests 

3 in such plan, company, or account, are not subject 

4 to registration, regulation, or reporting under this 

5 title, the Securities Act of 1933, the Investment 

6 Company Act of 1940 or State securities laws; and 

7 "(2) plan participants and beneficiaries there- 

8 fore will not be afforded the protections of those pro- 

9 visions.". 

10 SEC. 316. PROMOTING GLOBAL PREERONENCE OF AMER^ 

1 1 ICAN SECURITIES MARKETS. 

12 It is the sense of the Congress that — 

13 (1) the United States and foreign securities 

14 markets are increasin^y becoming international 

15 securities markets, as issuers and investors seek the 

16 benefits of new capital and secondary market oppor- 

17 tunities without regard to national borders; 

18 (2) as issuers seek to raise capital across 

19 national borders, they confront differing accounting 

20 requirements in the various regulatory jurisdictions; 

21 (3) the establishment of a high-quality com- 

22 prehensive set of generally accepted international ac- 

23 counting standards in cross-border securities offer- 

24 ings would greatly facilitate international financing 

25 activities and, most significantly, would enhance the 
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1 ability of foreig:n corporations to access and list in 

2 United States markets; 

3 (4) in addition to the efforts made before the 

4 date of enactment of this Act by the Commission to 

5 respond to the growing internationalization of secu- 

6 rities markets, the Commission should enhance its 

7 vigorous support for the development of high-quality 

8 international accounting standards as soon as prac- 

9 ticable; and 

10 (5) the Commission, in view of its clear author- 

1 1 ity under law to facihtate the access of foreign cor- 

12 porations to list their stocks in United States mar- 

13 kets, should report to the Congress, not later than 

14 one year after the date of enactment of this Act on 

15 progress in the development of international ac- 

16 counting standards and the outlook for successful 

17 completion of a set of international standards that 

18 would be acceptable to the Commission for offerings 

19 and Hstings by foreign cori:)orations in United States 

20 markets. 
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